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ABSTRACT
Over the years a framework of theory and a body of
practice have evolved for recording and communicating the
financial and economic relationships of people and firms.
In spite of advances made in these areas, the profession
cannot claim an authoritative structure of accounting theory
and an uncontradictory body of practice built upon that
theory.

That integrating force between coordinated theories

and sound practices seems to be lacking in the current
structure of accounting.
This dissertation proposes an enterprise financial
accounting structure built upon the integrating force of the
social concept of "fairness to all parties."

Such a struc

ture is characterized by successive levels of abstractions,
the broadest being the objective.

Successively narrow

propositions implementing the objective include principles,
rules, and procedures.

These must continually meet the test

of "fairness" to be included within the structure.

The

investigation is limited to studying the "foundation" of
that structure:

the objective, basic standard of "fair

ness," and broad principles.

As a basis for the analyses,

the literature of the field was researched.
A broad objective of all accounting is formulated,

xi

based upon the conviction that accounting responsibilities
transcend service to the owners of firms to the service of
society.

From this social concept and an analysis of

related disciplines, a definition and objective of enter
prise accounting, and objectives for its managerial and
financial areas are derived.

The objective of the latter

area serves as the basic proposition of the structure.

The

determination of net income as the current objective of
financial accounting is discussed as an alternative to the
formulated objective.
The basic guideline to attaining the objective is
the postulate; together, these serve as a framework for
formulating principles, rules, and procedures.

The guide

line of "fairness to all parties" is judged the most
pertinent to our social concept of accounting as well as to
the environment of accounting.

Several possible alternative

postulates are considered, including "usefulness in the
situation," "justice," and "truth."
"Fairness" is a social concept rooted in ethics,
finding its expression in laws, customs, business conduct,
administrative decisions, religious beliefs, and in other
forms depending upon the time and place.

Under the pro

posal, the profession would adopt the collective opinion of
society about its concept of fairness, as officially inter
preted by an authoritative body established within the
profession.

That concept then would be applied in the

accounting for and reporting upon the various entities in
xii

society to the holders of the economic rights and interests
in those entities. An ethically fair portrayal of the
society segments' interests through the media of financial
statements would serve as the basis for judgments and
actions relative to their interests.

The society segments

include stockholders, management, labor, creditors, cus
tomers, government, and general public.
The final section of the study applies the concepts
above to a number of currently generally accepted accounting
principles.

After separate analyses, it is concluded.that

the "coordinating principles" of the business entity, perio
dicity, materiality, consistency, full disclosure, and
objectivity produce results which cannot be considered
unfair to all parties.

However, the principles of conserva

tism and stable dollar are judged to produce unfair results.
Some "application principles" are also tested:

principles

underlying the income statement which are concluded to be
fair to all parties are those of matching revenues and
expenses, realization of income, and separation of ordinary
4

f from unusual items in calculating net income.

Two princi

ples underlying the balance sheet are also discussed, con
cluding that the principle concerning liabilities is fair,
whereas the effect of the unstable dollar renders the cost
principle unfair to all society segments.

xiii

CHAPTER I
INTRODUCING THE STUDY
Introduction
We, and accounting, live in a world of interdepend
ence, of mutual responsibility, and of mutual account
ability.

The profession of accountancy was originally

established to deal with this concept of accountability in
the area of financial and economic relationships.

Collec

tively, accountants are responsible to all segments of our
society for fairly establishing and communicating the
existence of and change in economic r e s o u r c e s F o r every
resource, there is a claim to that resource; there is a
moral and legal claim which is given effect either in
common law, statute law, or moral law.
Accountants discharge their responsibility to
measure and communicate financial and economic relation
ships through a framework of interrelated theory and
practice.

For the most part, emphasis has heretofore been

^See John L. Carey, "Responsibilities of Certified
Public Accountants," The Ohio Certified Public Accountant.
VII (Autumn, 1948), 11-18; and Lloyd F. Morrison, ’’Some
Accounting Limitations of Statement Interpretation," The
Accounting Review. XXVII (October, 1952), 490-495.
1

2
on the practical aspects of the framework.

Through trial

and error, through some reasoned conclusions, and also
being influenced by expediency and tradition, a body of
practice has evolved.

In some cases the evolution of the

body of practice has lagged behind (and in other cases has
kept pace with) the business and economic conditions, legal
regulations, and modes and thought at the time.

Once

initiated into the body, however, practices may be hard to
"weed out"; consequently practices exist which are no
longer appropriate to the changed conditions.

This body of

practices, having its origin in meeting specific problems
as they arose, has very little to give it cohesion, very
little to relate the various appendages to each other.
Every body of knowledge, to be called a discipline, must be
formed around a conceptual structure— a body of theory.^
Theory, then, provides that cohesion.
Purpose of the Study
The Need for the Investigation
Theory provides the cohesion to relate the prac
tices into a coordinated body.
said:

But, as Professor Gaa has

"It probably is fair to say that there is no gener

ally recognized, authoritative, and co-ordinated structure
o
*See William J. Vatter, The Fund Theory of Account
ing and Its Implication for Financial Reports (CKIcago:
The University of Chicago Press, 1947), p. 1. Hereafter
this work will be cited as Vatter, Fund Theory.

3
of accounting theory."^

For practices^ to be sound and

uncontradictory, they must be based on a firm foundation of
theory.

But how may a firm foundation of theory be estab

lished?

This is a question with which this study is, in

part, concerned, and to which the answer will be subse
quently developed.
A complicating factor is terminology.

Scanning the

literature one finds many names given to the various levels
of the accounting structure.

The word "principle" is the

worst offender; its use ranges most widely, encompassing
the broadest concept to the most specific rule, depending
upon the writer.

Moreover, the nature of accounting "prin

ciples" is endlessly debated.

Because of the unsettled

terminology, some view accounting principles to be synony
mous with procedures; some view them as distinctly separate.
Likewise, the scope of accounting principles causes
confusion.

Some believe a single set of principles should

apply to all enterprises; others believe there should be a
set of principles for regulated enterprises and another set
for unregulated enterprises.

Should a single set apply to

all forms of enterprises; or should there be various sets
of accounting principles for the different forms, such as
incorporated and unincorporated firms or profit and
q
Charles C. Gaa, "Uniformity in Accounting Princi
ples," The Journal of Accountancy, CXI (April, 1961), 47.
^"Practices" here encompass rules and procedures;
both of these terms will be specifically defined in a later
chapter.

4
nonprofit enterprises?
There is a pressing need for clarification and
agreement about the definition, nature, and scope of
accounting principles.

There is likewise a need for the

development of a sound and coherent body of accounting
theory.
Obligation of the Accounting Profession
While terminology is a challenge, the real chal
lenge is to develop a framework to provide a proper basis
for determining appropriate accounting practices
But why must we develop this framework now?

The

answer is implied in a statement by Arthur Cannon:
Accounting needs a logical unifying basis of
postulates and a superstructure of internally
consistent principles. These will make it
easier to solve the knotty day-to-day prob
lems, and to reduce the areas of inconsistency
that permit similar events in similar situa
tions to be accounted for in a variety of
ways. We really must stop this business of
pretending that 2 plus 2 may be "fairly pre
sented'^ by anything from 3 to 5.7
A framework must be developed to provide a

5See George R. Catlett, "Factors that Influence
Accounting Principles," The Journal of Accountancy. CX
(October, I960), 45.
^Cannon is referring to the standard wording of the
auditor's short-form report. For the complete report:, see
the American Institute of Certified Public Accountants,
Codification of Statements on Auditing Procedure (New York:
American Institute of Certified Public Accountants, 1951),
p. 16.
^Arthur M. Cannon, "The Privates," The California
CPA Quarterly (September, 1959), as- quoted in The Journal
of Accountancy. CIX (February, 1960), 33.

5
"unifying and internally consistent logical basis for
financial statements."**

Alternative procedures have caused

similar events to be reported differently.

The profession

is obligated to produce statements that reflect actual
changes, rather than apparent changes caused by the differ
ences in accounting technique.

The accountant's responsi

bility to the segments of society (stockholders, management,
labor, creditors, customers, government, and general public)
make it imperative that financial statements reflect finan
cial and economic relationships on a fair and comparable
basis.

The accountant (and all accountants collectively)

must preserve the truthfulness of statements of account
ability.

But in some cases this has not been done; the

reporting of profits, for example, has been especially
o
susceptible to distortion.
The problem is not new.

The adequacy of accounting

concepts and practices was actively discussed in the liter
ature from 1930 to 1945, and again from 1950 to the present.
MacNeal, writing in 1939, noted that criticisms of the day
had rendered the traditional concepts increasingly unten
able.

He suggested two choices:

improve existing methods

®Arthur M. Cannon, "Discussion Notes on 'The Basic
Postulates of Accounting.'" The Journal of Accountancy. CIX
(February, 1962), 33.
^Leonard Spacek, "Accounting Has Failed to Prevent
Major Misrepresentations" (address before Henry George
School of Social Science, 78th Commerce and Industry
Luncheon, Chicago, Illinois, October 4, 1956), 14 pp.

6
so that they justify traditional concepts, or renounce
these concepts and adopt a more restricted definition of
the purpose of a c c o u n t i n g T h e s e charges, and choices,
largely still apply today.

Admittedly, progress has been

made; specifics will be discussed in a later chapter.
Organizations and independent researchers have attempted to
formulate a framework of accounting with varying degrees of
success.
Recent Attempt to Formulate a Framework
Not desiring to adopt a restricted definition of
purpose and scope of accounting (indeed, seeking an
expanded definition), the American Institute of Certified
Public Accountants*-*- "tackled" MacNeal's other alternative,
that of improving existing methods so that they justify the
traditional concepts.

This improvement in current methods

existed as an objective of the AICPA Committee on Account
ing Procedure from 1938 to 1959, when the Committee was
superseded by an Accounting Principles Board.

The approach

of the Committee was to improve existing methods as prob
lems arose which challenged those methods.

At best, this

was a "brush-fire" approach.

delphia:
p. 315.

•^Kenneth MacNeal, Truth in Accounting (Phila
The University of Pennsylvania Press, 1939),

^^The American Institute of Accountants changed its
name in 1957 to the American Institute of Certified Public
Accountants. All references to the Institute will be to
the new name.
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In September, 1959, the AICFA set out on an ex**
panded program of research.

The program Is the basis of an

attempt to formulate a framework of accounting which will
act as a guide in solving problems as they arise.

Thus the

after-the-fact approach of the Committee has been replaced
by an approach which has as its goal first the formulation
of a theory framework and second the solution of everyday
problems according to that framework.

In setting up this

type of program, the AICPA seeks to avoid placing itself in
the position of being the sole authority in matters of
accounting principle and method, and also to avoid becoming
dependent upon those firms for whom its members express
auditors* opinions.^
In its Charter Rules, the AICPA Accounting Princi
ples Board set out the essence of its new approach to the
solution of problems in the area of financial accounting.
The overall objective is to advance a written expression of
what should constitute generally accepted accounting prin
ciples.

This would involve determining appropriate

practice and narrowing areas of difference and inconsist
ency.

The broad problem of financial accounting was

visualized as existing at four levels:

deriving postulates

to form the basis for principles which, together, would

^ S e e American Institute of Certified Public
Accountants. Special Committee on Research Program, "Report
to Council," The Journal of Accountancy. CVI (December,
1958), 62-68: and Gaa, "Uniformity in Accounting Princi
ples/' p. 49.

8
serve as a frame of reference for the solution of detailed
problems.

Third, formulating rules which apply the prin

ciples in specific situations, and fourth, continuing
research in the three previous levels.^
Thus, the Accounting Principles Board is to estab
lish a framework through which day-to-day problems may be
met on an integrated and coordinated basis.

But the

program is not expected to solve all problems or achieve
complete uniformity in financial reporting.^
The program outlined by the AICPA is indeed broad,
but does it go to the essence of the problem?

Everything

which is done, is done with a purpose (goal, objective),
whether done by an individual or an organization, con
sciously or unconsciously.
accounting?

And what is the objective of

The Accounting Principles Board, not express

ing any one explicitly, either assumes accounting objectives
to be well enough known not to need verbal expression, or
assumes then not capable of expression and outside the
realm of its present research program.

It is suggested

13

See American Institute of Certified Public
Accountants, "Report to Council," pp. 62-63; and Weldon
Powell, "The Challenge to Research," The Journal of
Accountancy. CIX (February, 1960), 35-36. For a direct
quotation from the Charter Rules, see Appendix A.
l^See "Research in Accounting" (Editorial), The
Journal of Accountancy. CVIII (July, 1959), 21. The same
editorial- expresses a tinge of apprehension: "It is in
fact extremely doubtful that a single completely integrated
theory of accounting can ever serve the needs of all the
various users of financial data. . . . "

9
that the former is the case.

But is it possible to estab

lish a coordinated and integrated framework without
expressly setting out that motive (objective, purpose)
which underlies all accounting?

It is the contention of

this thesis that such is not possible.15

This statement of

objective must be the first problem studied; when stated,
it must supply the basis for the framework, the essence of
which is the best way to achieve the objective.
Our Approach to the Problem
We may envision in the form of a triangle a hier
archy of levels of abstractions.

At its apex is one or a

few generalizations which comprehend all things appearing
below it.

At its base are many observable relationships

and phenomena.

Between these two are successive levels of

generalizations, each level less inclusive than the one
above it.

The generalizations at any level provide the

basis for more specific propositions at the next lower
level; they are likewise specific statements about which
broader propositions at the next higher level may be
formulated.
Accounting may be thought of in such a structure or

^ A t least when more than one person is involved;
the Board has eighteen members, and almost as many more are
involved in the research phase. Each is guided by his own
notion of the basic objective.
-^See r . J. Chambers, "The Conditions of Research
in Accounting.11 The Journal of Accountancy. CX (December,
1960), 37; and Vatter. Fund TKeory. pp. 1-2.

10
framework.

We may outline that structure In a form such as

It appears on the following page.
Referring to the outline, the discipline of account
ing, as viewed by this writer, is basically an information
system.

As such its nature is determined by economics,

statistics, law and government, and social and moral atti
tudes.

The discipline of economics provides the data and

relationships with which accounting is concerned.

The

methods to manipulate these economic data are provided by
the discipline of statistics.

Law and government provide

the guidelines in manipulating the data.

And a perspective

on the modes and customs is provided by the social and
moral attitudes of the segments of society.
Accounting as an information system may be based on
any one of a number of viewpoints.

There may be the view

point of a personality— either real or fictitious--or there
may be a viewpoint void of personality, such as a fund.
Other viewpoints, such as an "activity concept"*^ or an
"operations concept"*® or an "organization theory"*^ have
been advanced.

A brief elaboration on the first three

*^See Helmi M. Nammer, "An Activity Concept of the
Business Enterprise and Its Implications in Accounting
Theory" (unpublished Doctoral dissertation, The University
of Illinois, Urbana, 1957).
*®See Suthee Singhasaneh, "The Concept of 'Opera
tions' in Accounting and Its Influence in Income Determina
tion and Income Theory" (unpublished Doctoral dissertation,
The University of Illinois, Urbana, 1957).
*^See Hector R. Anton, Accounting for the Flow of
Funds (New York: Houghton Mifflin Company, 1962), p. 2TT
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viewpoints is in order, as a basis for later discussion.
The viewpoint of a real personality is expressed in
the proprietary theory.

It maintains that accounting

records are kept and statements are prepared from the
standpoint of the proprietor or owner of a business, and
are aimed primarily at the measurement of changes in the
owner*s "net worth."

Assets are viewed as the owner's

property; liabilities are the owner's obligations; profit
is emphasized as an increase in proprietorship.^
With the advent of the corporation arose the entity
theory, which maintains that the business entity should not
be identified with the actual personality of the owner, but
rather should be separate from its owner, existing as a
fictitious personality in itself.

Assets and debts become

those of the entity; profit is an increase to the resources
and claims to those resources.21

Both theories have the

business firm as the center of attention, but certain
implications arise concerning relevant data and value
measurements, depending upon the viewpoint of the person
ality assumed.

^®See William J. Vatter, "Corporate Stock Equities"
in Morton Backer, editor, Handbook of Modern Accounting
Theory (New York: Prentice-Hall, Inc., 1955), pp. 362-365.
2*-See George R. Husband, "The Corporate-Entity Fic
tion and Accounting Theory," The Accounting Review. XIII
(September, 1938), 241-253; Vatter. Fund Theory, pp. 3-7;
William A. Paton and A. C. Littleton, Introduction to Cor
porate Accounting Standards (Columbus, Ohio: American
Accounting Association, 1940), pp. 8-9; and George R.
Husband, "Entity Concept in Accounting," The Accounting
Review, XXIX (October, 1954), 552-563.
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The fund Cheory sheds any implications of personal
ity, and a fund Is viewed as a "collection of service
potentials that have been brought together for some func
tional purpose."22

Equities are considered to be restric

tions on the future use of the fund assets, rather than a
legal claim against a personality.

Revenues are increases

to the fund assets; expenses involve the service potentials'
being accomplished.

There is no concept of income because

income is associated with situations or personalities.

The

fund, therefore, implies a "pool of accountability."23
Referring again to the outline of the accounting
structure, we see that either of the three theories (fic
tional entity, personal entity, or fund entity) could be
used as a basis for a structure of postulates, principles,
and rules.

As the outline shows, the fictional entity

theory is the one assumed in this study.

Either of the two

other theories could have been chosen, and the divisions
would probably be similar to those shown below the fictional
entity theory; perhaps the objectives would change and
thereby affect the subordinate levels of the structure.
Financial accounting and managerial accounting are
the two major subdivisions (areas) of the discipline.

In

an oversimplification, we may say that the former is

^^Vatter, Fund Theory, p. 18.
23see Anton, Accounting for the Flow of Funds,
pp. 24-25; and Vatter, "Corporate Stock Equities,11 pp. 367-
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oriented to Interests external to the firm; the latter,
oriented to the interests internal to the

f i r m . 24

These

areas differ in content, objectives, postulates, principles,
rules and procedures.
The major objective of financial accounting is to
give a financial representation of the relative economic
rights and interests of the segments of the economy.

The

basic standard (postulate) in achieving this objective is
fairness to all parties (economy segments).
The major objective of managerial accounting is to
present financial and nonfinancial operating data to facil
itate managerial planning, control, and decision making.
The basic standard (postulate) in achieving this objective
is that the data be useful for the purpose intended.
It will be noted that in both areas (financial and
managerial), the accounting discipline has the basic
service function of providing information.
Next in the outline are the broad propositions
which comprise the "coordinating and application princi
ples."

These are conceived as relating to the motives of

the enterprises or activities involved.

In the financial

accounting area, therefore, the principles relating to

24por more precise definitions, see Thomas M. Hill
and Myron J. Gordon, Accounting: A Management Approach
(revised edition; Homewood, illinoTs’: Richard D. Irwin,
Inc., 1959). pp. 11-12; "Report of Committee on Management
Accounting." The Accounting Review. XXXIV (April, 1959),
p. 210; and William J. Vatter, Managerial Accounting
(New York: Prentice-Hall, Inc., 1950), pp. 97-98.
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those enterprises with profit as the major organization
motive will be different from those principles relating to
those enterprises (broadly) having the maintenance of
capital as the major organization objective.

In the man

agerial accounting area, the activities are grouped Into
cost accounting and specific studies; separate groups of
principles are thought to relate to these two activities.
Then, depending upon the legal form and objective
the enterprises assume, accounting rules, procedures and
techniques are formulated, always consistent with (having
been derived from) the broader principles, postulate, and
objective.
Some further comments are In order about the incluslveness of the outline, as a representation of the
structure of accounting.
The structure may be looked upon from either an
internal or external viewpoint.

From the internal view

point, the enterprise accountant performs financial and
managerial accounting duties.

From the external viewpoint,

the independent accountant reviews the financial and man
agerial accounting structure and product, for the purposes
of attesting to its fairness of presentation or of improv
ing the system.

In both cases the same structure of

objectives, postulates, principles, rules, and procedures
is used in a different way to produce a different result.
Likewise the outline lends itself to embracing
regulated and unregulated enterprises.

An unregulated
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situation is assumed in the outline.

A regulated enter

prise (or industry, e.g., railroads) would warrant a
separate classification within the financial area, because
(presumably) the accounting objective would change to that
as stated in the law, and the basic standard (postulate)
would become compliance with the law.

Principles, rules,

and procedures would vary accordingly.
The structure of accounting, then, can be viewed as
a hierarchy of levels of abstraction.

At the bottom are

the observable relationships, the procedures and techniques
developed to meet specific needs.
objective.

At the top is the major

Between the top and bottom are successive

levels of generalizations and propositions, each more
inclusive than the level below it:

objective, postulate,

principles, rules, procedures, techniques.
Scope and Limitations
The possible scope has been outlined above:

an

integrated structure for accounting.
Let it be stated that the structure presented above
was conceived as a basis for this dissertation.

It is felt

by this writer that the structure as it actually exists
today is vague, at most, with the financial accounting area
having as its objective income

determination,^

and

25see A. C. Littleton, Structure of Accounting
Theory (Urbana, Illinois: American Accounting Association.
1 9 5 3 ) , p p . 125, 126, 129, 209.
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usefulness^** as the basic standard (postulate)•

Principles

(concepts, assumptions, conventions, doctrines), rules,
procedures, and techniques are based largely on "general
acceptance."
This study shall be limited In several respects.
Referring again to the structural outline above, we shall
assume our viewpoint Is that of the fictional entity theory;
further, we shall be concerned only with the financial area
of enterprise accounting.

And within this area, we shall

study those principles which refer to enterprises having
profit as their major objective.^7

Except for an example

of their derivation and application, we will omit from the
discussion an analysis of specific rules and procedures.
To adequately develop these parts of the structure would

York:

2^See George 0. May, Financial Accounting (New
The Macmillan Company, 1943).

2?For discussions concerning principles for non
profit oriented enterprises, see: H. W. Bordner, "Fund
Concepts as Accounting Postulates," The Journal of
Accountancy. CXII (July, 1961), 52-60;Lloyd Morey, "One
Set of Principles?" (Correspondence), The Journal of
Accountancy. CV (March, 1958), 21-22, 24; Thomas L. Holton,
"Reports on Non-Profit Organizations," The Journal of
Accountancy. CVII (April, 1959), 61-67; Samuel Jf. Broad,
"Applicability of Generally Accepted Accounting Princi
ples," The Journal of Accountancy. CIV (September, 1957),
33-34; Lawrence L. Vance, v<Accounting Principles, the
Application of Generally Accepted Accounting Principles in
Special Areas, and Some. Problems of the Independent
Accountant in Reporting Thereon," The California CPA
Quarterly. XXVII (December, 1959)* 18-23; Louis Englander,
'Accounting Principles and Procedures of Philanthropic
Institutions," The New York Certified Public Accountant.
XXVII (May, 195$), 346-343; and Louis Englander, "¥he
Formulation of Accounting Principles for Non-Profit Insti
tutions," The New York Certified Public Accountant. XXVIII
(June, 1958), 369-403.
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take another study at least of comparable length«
This dissertation proposes a major objective for
financial accounting, and a basic standard for achieving
it.

The next level of propositions is drawn from existing

"generally accepted principles" (concepts, assumptions,
conventions, doctrines) and are tested against the basic
standard to see if they are in accord with it.

This study

excludes the next step which would be to formulate and test
other propositions not followed today; it also excludes the
following step which would be to formulate and test rules
and procedures based upon those propositions.
Our concern, then, is with the foundation of finan
cial accounting:

its objective, basic standard, coordinat

ing principles, and application principles.
Method of Presenting the Study
To give perspective to the propositions and conclu
sions which follow, Chapter II relates accounting to other
disciplines, to its environment, and to the evolution of
the business enterprise as affecting accounting theory.
Also in Chapter III a perspective on theory is gained by
investigating what is meant by postulates and principles
and what are their criteria, followed briefly by a survey
of the attempts that have been made to formulate a compre
hensive theory of accounting, and what approaches may be
taken to "a theory."
The foundation of financial accounting is the
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subject matter of the remainder of the dissertation.

Chap

ter IV studies the broad objective of the accounting
discipline and the major objectives of its two areas.
A definition of accounting is formulated and the evolution
of accounting objectives is considered, to give perspective.
Alternative objectives of financial accounting are dis
cussed.
Chapter V investigates in depth the basic standard
of fairness to all segments of society:
defined, justified, and applied.

how it is derived,

The role of financial

reporting, in connection with the postulate, is discussed.
The alternative standards of usefulness and fairness are
weighed.
In Chapters VI and VII, two groups of principles
are explored.

The first group (composing Chapter VI)

includes those traditional accounting concepts which have
ultimately coordinated the activities of accounting into a
body of practice.

Individually these principles have been

stated by various writers to be (among other names) postu
lates, principles, conventions, concepts, assumptions,
desirable attributes, virtues, conveniences.

In this study

these were assigned the status of 1'coordinating principles"
for the purpose of organization, critical analysis, and
testing against the standard of fairness to all parties.
Conclusions are drawn as to their propriety in meeting the
test.
In Chapter VII the same type of analysis is made on
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the second group of principles; they include those upon
which procedures are based, which in turn apply in specific
situations.

These are grouped under the title of "applica

tion principles."
The final chapter is an overview of the previous
analysis and summary of the conclusions derived.

Pertinent

general observations which present themselves concerning
the foundation of financial accounting are also included.

CHAPTER II
THE PERSPECTIVE OF ENVIRONMENT AND
THE STUDY OF ACCOUNTING THEORY
In proposing a structure of accounting theory and
practice based upon fairness to all parties as the basic
standard, one runs contrary to the majority of current
thinking in two ways.
First, "accountants do not appear to have any
complete system of thought about a cc o u n t i n g " t h a t is,
accountants have no complete structure of theory.

Most

attempts to devise such a structure only categorize and
summarize current practices.

However, it is useful to sort

out and classify rules which are currently followed.

From

this, inconsistencies and contradictions can be discovered.
But the criteria for eliminating such contradictions must
come from more fundamental propositions— *from the theory of
the discipline.

o

■hi. J. Chambers, "Blueprint for a Theory of
Accounting." Accounting Research (Eng.), VI (January,
1955), 17.
2See Edwin Cohen, "Some Aspects of the Structure
of Accounting Theory" (unpublished Doctoral dissertation,
Michigan State University, 1960), pp. 103-110; and Chambers,
"Blueprint for a Theory of Accounting," p. 17.
21
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As a second contrast, instead of "fairness to all
parties," the basic standard for current practice appears
to be the "usefulness" of the particular concept or proce
dure in question.

Generally speaking, what is useful to

the practitioner becomes accepted.

Thus we have the common

reference to "generally accepted accounting principles."
Before investigating these two items further, let
us put that investigation into its proper perspective by
first surveying the environment of accounting.

What is the

relation of accounting to other disciplines, and to the
economy in which it operates?

Also, what is the relation

of the evolution of business enterprise to accounting
theory and practice?
In the following chapter we obtain a perspective on
accounting theory by examining what is meant by postulates
and principles, and how they become generally accepted.
A brief survey is also made of past attempts to formulate a
comprehensive theory of accounting, followed by a discus
sion of possible approaches to accounting research.
Terminology and Accounting
It is desirable to mention at this point the prob
lem posed by using words.

They are at the same time an

arrangement of letters and a suggestor of meaning (mental
interpretation) about phenomena within our experience.
Normally a special body of knowledge is characterized by a
special body of words, unique and largely unfamiliar
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outside the field.

Some words may be shared with other

fields, and/or with the vernacular.

Accounting uses very

few words that it can claim exclusively.

Many words in

general use have been given special meanings for their use
within accounting.

More confusion arises when other bodies

of knowledge adopt some of the same words and attach to
them their own special meaning.3

It is, of course, outside

the scope of this investigation to solve that problem.
However, we may be able to treat the subject of accounting
theory without becoming hopelessly involved in problems of
semantics.

In this study we will attempt to use the common

terminology of accounting in its generally understood
manner.

Where this is not possible, specific definitions

and meanings will be supplied.

(To minimize confusion

regarding technical definitions, we adopt those definitions
given in Appendix C.)
The Function of Language
A major ingredient of the environment of accounting
is our language.

Society wants to know about the resources

it has committed to satisfy its desires.

It gives to

accountants the duty to study, observe, record, and report
on the financial and economic aspects of these resources

^See Harry D. Kerrigan, "Whither Accounting," The
Accounting Review. XII (March. 1937), 61-62; R. W. Pinger,
"The Semantics o£ Accounting," The Accounting Review. XXIX
(October, 1954), 652-655; and Maurice H. Stans, "How New
Standards of Financial Reporting Grow from Social Responsi
bility of Accountants," Tne Journal of Accountancy. UCKXVI
(August, 1948), 105.
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and society's claim upon them.

That knowledge is then con

veyed through the medium of language, a system of symbols
that the mind can use to associate ideas.

Knowledge grows

through the use of a language; therefore, all fields of
knowledge must be concerned with preservation of knowledge.
Viewing its importance, it is not surprising that language
itself has been actively studied.^
Although study and use have advanced language as a
medium, imperfections still exist.
Ambiguities and Imperfections
in Language
Since language is a collection of symbols, it is
almost inevitable that there be imperfections.

A perfect

language would be one in which unequivocal symbols were
used.

But because humans comprise the users of language,

different meanings and concepts invariably will be assigned
to the same symbol by different persons.

To be unambiguous,

a word (symbol) must alone or in its context uniquely iden
tify some object or concept.
Not only do symbols take on different meanings
according to the user, those meanings are constantly being
shaded into other meanings through their use.

Thus the

language evolves as time passes and users change.

^Raymond L, McGarvey, "The Nature of Assets"
(unpublished Doctoral dissertation, The University of
Illinois, Urbana, 1959), pp. 8-12.
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The language of accounting also Is not without
ambiguity.

As noted above, words In common use have been

given meanings and shades of meanings unique to accounting.
When these uses are not conveyed to the reader of the
accounting product, misunderstanding results.

Misunder

standing compounds when new and unfamiliar terms are intro
duced to the uneducated reader.
Consider the following:

Some years ago the Securi

ties and Exchange Commission disagreed with the American
Electric Power Company about the accounting for a situation
involving federal income taxes.

The dispute was settled by

creating a new account in the company's records called
"Accumulated Amount Invested in Business Equivalent to the
Reduction in Federal Income Taxes Resulting from Acceler
ated Amortization and Liberalized Depreciation, Which Is
Recorded as Earned Surplus Restricted for Future Federal
Income Taxes in Accounts Maintained Pursuant to State Regu
latory Requirements."

Needless to say, it would take an

expert accountant to decipher that.
The Need for and Process of Definition
The existence of an imperfect relationship between
symbols and ideas causes language to be Imperfect.

Only by

striving to form a clear association between symbols and
ideas (i.e., striving to define) can language become less
ambiguous.

But definitions alone cannot be perfect, for

they are also composed of symbol-idea associations.

We can

only hope that definitions will provide some advance toward

26
mutual understanding, toward a mutual symbol-idea matching.
In defining symbols we attempt to circumscribe
meaning; ideas are correlated to proper words.

In this

process, ideas must be isolated and investigated; symbols
also must be isolated and the most appropriate one chosen. 5
The accountancy profession has not been oblivious
to the need for definitions, and has made some progress in
formulating certain definitions.

In 1920 the Committee on

Terminology of the AICFA was formed to compile a vocabulary
of words and expressions used peculiarly in accounting and
to define them.

To date, four terminology bulletins have

been prepared defining a few of the fundamental terms used
in the field.®
Accounting is commonly referred to as f,the language
of b u s i n e s s I t is a medium of expression by which the
many events and relationships of a financial and economic
nature of an enterprise are communicated.

As a language,

accounting involves business activities and events (the

**Ibid.. pp. 12-38.
^See American Institute of Certified Public
Accountants, "Accounting Terminology Bulletins," Accounting
Research and Terminology Bulletins (final edition; New
York: American Institute of Certified Public Accountants,
1961)• The original Bulletins were issued separately over
a period of years. All references hereafter to the
Bulletins are to their reprint in the "Final Edition."
^For example, see the discussions in Walter B.
Meigs and Charles E. Johnson, Accounting: The Basis for
Business Decisions (New York: McGraw-Hill Book Company,
Inc., 1962), pp. 1-2; and Harold Bierman, Jr., Managerial
Accounting: An Introduction (New York: The Macmillan
Company, 195977 P« 3.
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communication object); it involves outside parties (the
communicatee), who receive and interpret the financial
statements; it involves the management (the communicator^,
whose accountability representations are embodied in the
o

financial statements.
Relation of Accounting to Other Disciplines
Accounting is a means of expression.

The things

expressed are economic data and relationships; the mode of
expression is through statistical summaries.

Economic

i

relationships are governed by law and moral attitudes.

As

disciplines, economics, statistics, and law are the deter
minants of the accounting language.

Let us examine these

three disciplines more closely (moral attitudes are dis
cussed in Chapter V), as a basis for later formulations.
Accounting and Economics
Mattessich pointed out that accounting and eco
nomics have the same objectives of knowledge, and that both
examine the individual unit as well as the entire economic
body of a country.

Moreover, both investigate the adminis

tration of scarce resources and the determination of
income.9

In short, wealth— its existence and changes— is

Q

A similar analysis is presented in Bunji Aoyagi,
"Sociological Accounting," The Journal of Accounting. CVI
(July, 1958), 55.
^Richard Mattessich, "The Constellation of Account
ing and Economics," The Accounting Review. XXXI (October,
1956), 551.
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the focus of both disciplines.
The viewpoint, however, is slightly different.
Economics is largely concerned with the society as a whole,
of wealth in general, of the wants of people, and of the
satisfaction of those wants.

Accounting is largely con

cerned with the individual units of society, the wealth of
each unit, the requirements of each unit, and the efforts
and accomplishments of each unit.^

Thus economics is said

to have a social viewpoint, whereas accounting is said to
be limited to the viewpoint of the individual enterprise.
While this is true to an extent, the gap between the two
disciplines is steadily narrowing.

Accountants (with

vision) have come to look upon their product as having a
social significance.

On the other hand, economists have

turned more of their attention to the individual firm.
We may compare the scope of accounting and eco
nomics by stratifying the subjects investigated according
to the degree of inclusiveness in the strata (see Figure 2
on the following page)• Each stratum would contain a sec
tion of the whole of accounting and the corresponding
section in economics.

Thus, the level encompassing the

smallest unit would be the individual.

The next level

would include enterprise accounting and its corresponding
microeconomics.

Broader still would be the next stratum

lORenneth W. Perry, "Accounting and Economics
Reciprocally Indebted," The Accounting Review. XXXIII
(July, 1958), 450.
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including social (national) accounting and macroeconomics.
The last level would contain international balance of pay
ments on the accounting side corresponding to the field of
foreign trade in economics.

Wealth permeates all levels of

both disciplines.
Such a classification is based on the content and
methods involved.

National accounting and international

balance of payments accounting use many of the same tech
niques as enterprise accounting uses.

We readily admit,

however, that these two classifications are normally
thought of as exclusively within the realm of economics,
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and outside the pale of accounting.^

(The majority of

accountants would have it no other way.)

As a generaliza

tion, we might say that the discipline of economics is
concerned with behavior within the strata, whereas account1o

ing is concerned with the measurement of that behavior.AX
Accounting and economics are clearly
interwoven, though in comparing them we must
realize that they represent two different
dimensions which have a common basis but
spread out in different directions.13
These different dimensions flow mainly from the
diverse origins of the disciplines.

Mattessich pointed

out*-4 that philosophy is the origin of economics, whereas
accounting grew out of bookkeeping techniques; both eco
nomics and accounting changed to attune themselves to the
problems of the times.

Economics has constructed conceptual

•^The writer is indebted for these ideas to
Mattessich, "The Constellation of Accountancy and Eco
nomics." The reader should refer to this excellent article
for further elaboration. See also Bert Schireson, "Towards
a Mew Accounting," The Accounting Review, XXXII (April,
1957), 253-257; A. C. Littleton, "Accounting Rediscovered,"
The Accounting Review. XXXIII (April, 1958), 246-253, who
nicely dissents from Mattessich's broad view; James L.
Dohr, ,fWhat They (Economists) Say About Us (Accountants),"
The Journal of Accountancy. XCVI (August, 1953), 167-175;
and Kenneth W. Perry, "Statistical Relationships of
Accounting and Economics," The Accounting Review. XXX
(July, 1955), 500-506.
■^Dwight P. Flanders, "Accountancy, Systematized

Learning, and Economics," The Accounting Review. XXXVI
(October, 1961), 564.
^^Mattessich, "The Constellation of Accountancy and
Economics," p. 552.
14 Ibid.. pp. 552-553.
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frameworks and taken a predominantly deductive approach to
solutions.

On the other hand, accounting Is looked upon by

many as capable of being no more than a collection of pro
cedures, without any conceptual framework (unless the
related but uncoordinated conventions, assumptions, stand
ards, and doctrines are considered as such a framework),
with the Inductive approach to solutions being predomi
nant.

But lately economics has increasingly relied on

induction, and accounting upon deduction, as methods of
analysis.

Both methods are essential; only when the deduc

tively derived propositions are proved by their being
inferred from observable phenomena through inductive analy
sis, are the propositions valid.

In spite of their diverse

origins, accounting and economics have grown to be disci
plines mutually related and interdependent•
Probably the greatest relationship between account
ing and economics, from the accountant's viewpoint, is in
the measurement of income.

There is still disagreement

about the extent to which economists' concepts of income
should be recognized in accounting for income.

A recent

■^Fortunately, this view is diminishing; for exam
ple, see the analysis in Flanders. "Accountancy, Systema
tized Learning, and Economics," which compares accounting
and economics within the framework of philosophy, history,
arts, sciences, and analytical tools.
•*-^See Perry, "Accounting and Economics Reciprocally
Indebted"; and F. Sewell Bray, "The Relation Between
Accountants and Economists," in his Precision and Design in
Accountancy (London: Gee and Company (Publishers), Ltd.,
1947), pp. 33-38.

32
publication by the research staff of the Accounting Princi-

17 recommends (among others) recognizing capital

pies Board

gains and losses separate from operating profit.

To be

sure, this concept is not new to accountants (one needs
only to scan recent issues of The Accounting Review to see
that it has been actively discussed)•

The novelty of the

recommendation arises from its semi-official status,
although the publication expressly states that the recom
mendations at the time of publication do not represent the
official position of the American Institute of Certified
Public Accountants.
In contrast to the recommendation, the present
accounting technique is to calculate net income on the
basis of historical costs (with some exceptions); using
historical costs is justified on the grounds of objectivity

17

See Robert T. Sprouse and Maurice Mbonitz,
"A Tentative Set of Broad Accounting Principles for Busi
ness Enterprises,'* Accounting Research Study No. 3 (New
York: American Institute of Certified Publie-Accountants,
1962), Chapter 6. (Hereafter referred to as "Broad
Accounting Principles.") The research' study was published
for purposes of exposure, and has not been approved by the
AICPA Accounting Principles Board. In "Accounting Princi
ples Board Comments on 'Broad Principles,'" The Journal of
Accountancy, CKIII (May, 1962), 9-10, the comment was, in
part: " . . . The Board is • • • treating these two studies
(the one on 'Postulates' and the other on 'Principles') as
conscientious attempts . . . to resolve major accounting
issues which, however, contain inferences and recommenda
tions in part of a speculative and tentative nature.
• • . that while these studies are a valuable contribution
to accounting thinking, they are too radically different
from generally accepted accounting principles for accept
ance at this time. After a period of exposure and con
sideration, some of the specific recommendations . • • may
prove acceptable to the Board. • ••"
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and relative ease o£ determination.

Such a procedure does

not, however, recognize any distortions in reported net
income which may have been caused by changes in the price
level.
Managerial accounting has benefited greatly from
economic concepts, especially microeconomics.

Theories

involving cost and revenue, marginal analyses, forecasting,
efficiency concepts, and diagrammatic representations are
but a few of the concepts developed from economics.

The

potential for further development is very great.
Littleton says that economics may be considered as
a body of doctrine synthesized from many different theories
about man's wealth-creating and wealth-consuming activi
ties.-^

Basically, the methodology of accounting produces

a record of those activities.
one stage or another.

Accounts reflect wealth at

One group of accounts reflects the

existence of wealth (assets, liabilities, capital invested),
whereas another group reflects changes in wealth (revenues,
expenses, gains, losses, additional investments, distribu
tions) ; in both cases the sources are emphasized.

From

such a viewpoint we may conclude that accounting is con
cerned with data that are essentially economic in nature.

^®See John T. Wheeler, "Economics and Accounting,"
in Morton Backer, editor, Handbook of Modern Accounting
Theory (New York: Prentice-Hall, Inc., 1955), Chapter II,
pp. 43-76, especially pp. 60-73.
^Littleton, Structure of Accounting Theory, p. 9.
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Accounting and Statistics
Both accounting and statistics involve methods of
quantifying data.

A difference between the two--their

scope--is commonly cited.

Statistics, on the one side, is

concerned with the collection, tabulation, analysis, pre
sentation, and interpretation of any type of quantitative
data.

Accounting, on the other side, is concerned only

with data which ultimately may be quantified in money
terms.^0
In an accounting system, many records which are
nonfinancial are maintained as a part of the process.

Pro

duction, sales, or inventory data, for example, may be
recorded in terms of sizes, quantity, styles, or other
classifications.

These data ultimately may be translated

into monetary terms, or left in their original state as
nonmonetary extensions of the basic monetary data.
It was noted above that the basic methodology of
accounting is statistical in character.

That both involve

collection, tabulation, analysis, presentation, and inter
pretation attest to this fact.

The means that accounting

uses to accomplish this is the account, a device into which
enterprise events are categorized, arrayed, and

^Homer A. Black and John E. Champion, Accounting
in Business Decisions (Englewood Cliffs, New Jersey:
¥rentice-Hall, Inc., 1961), p. 15.
21william j. Vatter, "Accounting and Statistics,"
The Accounting Review. XXXVI (October, 1961), 592-593.
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summarized.22

However, the double-entry technique (as dis

tinguished from an account, per se, a device with statis
tical capabilities) is unique to accounting.

Double entry

has proved its usefulness as a technique to facilitate the
recording of events and as a check upon the accuracy and
completeness of the record.

But by no means is it essen

tial to the accounting process.

Other techniques might be

developed which are superior to the double-entry system
(perhaps tri-entry?).

Single-entry accounting is used in

many cases where double-entry would be possible, but is not
feasible for other reasons (personal capabilities, opera
tional characteristics, maintenance cost, need).
From just the recording viewpoint, we may say that
the financial statements produced by the accountant are
statistical summaries, being a culmination of the catego
rizing and summarizing process through the device of
accounts•
These few observations

23

bear out the point that

statistics and accounting are mutually related disciplines.

2^See Littleton, Structure of Accounting Theory.
pp. 8-9.
R Scott, in his chapter on "Accounts and
Statistics" concluded: "To meet the demands made upon it
under the complex conditions of m o d e m business enterprise,
the accounting system has been made progressively more
flexible and more comprehensive through the introduction of
statistical procedure. Now it stands virtually as an
application of statistical methods within a limited field.
At least, that is the point towards which it appears to be
rapidly moving." D R Scott, The Cultural Significance of
Accounts (New York: Henry Holt and Company, 1931), p. Tlk*
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Accounting and Law
Accounting is "affected with the public interest,"
and must therefore operate within the law.

Thus, account

ing exists within the environment of law.
Both law and accounting are essentially "humanservice institutions."

Both are interested in public

policy to the extent that the rights and interests of all
parties must be considered; both serve a "social purpose.”24
Social, economic and political forces are at work expanding
the size of their common ground, and also the points of
possible conflict.25
Law had its foundation in the general truths and
principles of human conduct.

The discipline of law has

classified the interrelated facts about this human conduct
and embodied them in a system which can be broadly termed
"principles of law."26

These principles are concerned with

such problems as the administration of community interests,
the assessment of various responsibilities, and the adjudi
cation of overt conflicts of interests.

The principles of

2^Rufus Wixon, "Legal Requirements and Accounting
Standards." The Accounting Review. XX (April, 1945), 146.
2^Bernard F. Magruder, "Law and Accounting," in
Morton Backer, editor, Handbook of Modern Accounting Theory
(New York: Prentice-Hall, I n c . , ”T 9 5 5 ), p. 79. See also
Rosa M. Bodenhamer, "The Entity Concept of the Firm:
A Critical Appraisal" (unpublished Doctoral dissertation,
The University of Minnesota, 1957), pp. 186-222.
26John W. Queenan, "An Inquiry into the Relation
ship of Law and Accounting," The New York Certified Public
Accountant. XXIX (July, 1959), 488.
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law act as standards for the judgment of human conduct.

In

Its judgment, law and Its principles are dominated by the
concept of justice.^7
Accounting must follow the will of the law in a
number of areas.

For example, a statute law may prescribe

a course of procedure to be followed in specific instances.
Thus the corporation laws of the various states define
capital stock and perhaps forbid its sale at less than par
value.

Or the law may specify that only retained earnings

may be used for the declaration of nonliquidating divi
dends.^®
Another area of legal influence on accounting is
through regulatory agencies, charged with the administra
tion of specific laws.

The laws and subsequent agency

regulations may provide a tiniform system of accounts for a
specific type of business or industry, with detailed proce
dures described for entries into the

a c c o u n t s.^9

Also the

forms to be used for reports are usually set out in detail.

R Scott, "Basis for Accounting Principles," The
Accounting Review. XVI (December, 1941), 341.
2®Leonard W. Ascher, Survey of Accounting (New
York: Harper and Brothers, Publishers, 1952), p. 347. See
also Robert T. Sprouse, "Accounting Principles and Corpora
tion Statutes," The Accounting Review, XXXV (April, 1960).
246-257.
^Statutory authority to promulgate accounting
rules and regulations are contained in The Securities Act
of 1933, Securities Exchange Act of 1934, Public Utility
Holding Company Act of 1935, and the Investment Company Act
of 1940. Not all of the administrating agencies have used
that authority to the extent authorized in the statutes.
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In effect, a manual of accounting procedures Is prescribed,
written from the point of view of providing Information
which can be used In the agency's regulating activities.
Also there are tax regulations which Influence
accounting.

The tax laws define and calculate particular

amounts In a certain way; the accountant may or may not
have similarly recorded them In the accounting records.

At

least there Is a strong incentive to keep the records in a
manner which makes compliance with the law easier.

In some

cases alternative methods are available (to compute inven
tory valuation in income taxation, for example)•

There may

be restrictions on the method selected, such as using the
same method for internal records and tax calculation when
one choice is selected; however, there may be no such
restriction if an alternative method is chosen.

Another

example of the influence of the tax laws upon accounting
procedure is the accounting for sales taxes.

These taxes

are Imposed upon the consumer and collected by the retailer
(in most cases); the retailer must keep sufficient records
to report sales correctly which are subject to such taxes.
His records are tailored to facilitate meeting this
requirement•
Lastly, the courts influence accounting by their
rulings.

Controversies involving accounting may be decided

by the court, but the merits of the case and intent of the
parties are the governing factors.
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Judicial pronouncements on accounting
matters cannot be accepted out of context.
Rarely have the courts had an opportunity to
consider accounting principles free of legis
lative or contractual involvement, for absent
such involvement there is little chance of
litigation. If the source of the difficulty
is a commercial contract, the court will
endeavor to find the accounting intent of the
contracting parties and will not gratuitously
write into the contract generally accepted
principles of accounting. If the source be
the law of estates, the court will apply
estate accounting precedents regardless of
their nonconformity to general accounting
principles. If the question relates to the
payment of dividends, the court will construe
the applicable state statute to determine
whether its minimum requirements have been
met. And if this source be statutory regula
tion, the court will disregard accounting
principles which do not conform to regulatory
prescription•30
Therefore, when the law deals with accounting mat
ters, law takes precedence over procedures of accounting,
and sets the conditions under which the accountants must
w o r k .3-1*

Since the law is a distillation of man-made and

man-accepted rules of justice and social responsibility, it
has a significant effect upon accounting theory and prac
tice. 32

3^George S. Hills, Law of Accounting and Financial
Statements (Boston: Little, Brown and Company, 1057), p. 4.
3^Ascher, Survey of Accounting, p. 346; and F. S.
Fisher. Jr., ’’The Integration of Legal and Accounting Con
cepts,’’ in American Institute of Certified Public
Accountants, Papers on Accounting Principles and Procedure
(presented at the fifty-first annual meeting, 1938),
pp. 49-54.

32

Cf. C. Aubrey Smith and Jim G. Ashbume, Finan
cial and Administrative Accounting (second edition; New
York: McGraw-Hill Book Company, inc., 1960), pp. 6, 54-55.
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We have been reviewing the related disciplines of
economics, statistics, and law in order to obtain a per
spective on the environment in which accounting theory and
practice exist.

In addition to these disciplines, there

exist certain aspects of the economy and the entities within
it and their interrelations which we should also view to
round out the setting of the accounting environment.

The

survey of these aspects of the economy and its entities
completes this chapter.
The Environment of Accounting
Characteristics of Organizations
An organization is usually thought of as a coordi
nated association of individuals.
involves three elements:

This concept basically

cooperation, management, and an

entity.
Cooperation can be considered as f,the willingness
to participate in joint effort with

others."^

Cooperation

involves effort; effort involves activity; and activity
involves people.

Depending upon the type of organization,

different types of people participate in the activity.
a business organization, for example, stockholders and
creditors contribute funds, managers contribute guidance
and control, employees contribute time and effort and

33jjamner, "An Activity Concept of the Business
Enterprise and Its Implications in Accounting Theory,"
pp. 10-11.

In
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skills.

Participants outside the firm include customers who

buy the products (the really essential firm activity).
Suppliers also contribute by delivering necessary raw mate
rials and supplies; governmental agencies provide protec
tion, security, and general welfare.

Therefore, the

participants in the activities of a business organization
supply the factors of production or the means of getting
factors of production.

For their contribution and coopera

tion, the participants are offered some type of reward
which in part satisfies the participants' objectives in
cooperating.

Inherent in cooperation is the existence of

some overall organization objective, which should unify the
activities of all the participants.34
Another characteristic of an organization is man
agement.

Management facilitates the coordination of the

activity of other participants through a system of communi
cation.

The overall objective of the organization and the

means to achieve it are communicated to the other partici
pants •
Coordination of activities implies rational coordi
nation.

Thus rational management entails considering

alternative courses of action, deciding on the best courses
of action in the various situations, and facilitating their
execution and reviewing their consequences.

A communica

tion- or information-providing system supplies the raw

34Ibid., pp. 11-44.

42
material used to form alternative courses of action, and
also supplies the raw material used as a basis for judging
the adequacy or effectiveness of the alternative chosen. A part of this overall communications system is the
accounting s y s t e m . ( T h e accounting system as an informa
tion-providing system will be elaborated upon in the
following chapter.)

Thus, accounting operates within the

environment of individuals cooperating toward some goal,
their activities being coordinated by managers acting
rationally.
A further aspect of the environment of accounting
is that it exists within some entity.

The entity may be a

single business organization, a department or an activity
within that organization, a group of associated businesses,
an individual, a nation.

In short, accounting is concerned

with an activity, however broadly conceived.

In each case

wealth (resources) is committed to carry on the activity.
The entity as a concentration of activity then converts or
combines the resources to produce other resources for pur
pose of sale or transfer to others.

We noted in Chapter I

that the accounting for an entity may take one of several
viewpoints.

For example, it may take the viewpoint of the

actual owner of the resources, or of the organization to
which these resources were entrusted, or that of an activ
ity for which a collection of service potentials have been

^ S e e Chambers, "Blueprint for a Theory of Account
ing,11 p. 21.

43
assembled (respectively:

proprietary theory, entity

theory, fund theory).
Accounting, then, furnishes data about the wealth
of an entity*

The data are in terms of the medium of

exchange of the whole economy*
A Money Economy and Exchange Values
The unit of currency used in the economic system is
the most relevant unit with regard to entities within the
system*

Accounting for an entity therefore is in terms of

the common denominator of the dollar (in the U.S.).
Money is used throughout the economy as a medium of
exchange and as a measure of value*

As a medium of ex

change, money facilitates the flow of goods and services
between entities by making it possible to abstract from the
real item for purposes of exchange*
money has two facets*

As a measure of value,

First is the facet of its use as a

standard of value, or common denominator, in which exchange
ratios may be expressed*

Money enables individuals and

organizations to represent, in a manner which can be easily
understood, events and transactions which may be substan
tially different in form and substance*

The second facet

of money as a measure of value is that it represents a
store of value; cash or other resources (measurable in
money terms) may be accumulated or exchanged*

If they are

exchanged there arises value in exchange; that is, the
parties to the exchange determine the value of the item in
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the transaction situation,

A measurement may be made in

the absence of exchange transactions, but these are thought
to be less accurate because they were derived from a sub
jective evaluation of worth to the holder, rather than a
bargained exchange between parties,36
Exchanges take place within a market economy.
Production is primarily for exchange rather than for con
sumption by the producer, the reason being that specialized
and cooperative efforts result in greater efficiency, and
also because the range of choice is widened through using
money as a medium of exchange.

Prices (values in bargained

exchanges) are therefore generated in the market for goods
and services exchanged.
Thus a price system existing within a market
economy is a part of the accounting environment, since
accounting records and reports on transactions and events
(wealth accumulation, bargained exchanges) of specific
entities within the money economy.37

3^See Maurice Mbonitz, "The Basic Postulates of
Accounting," Accounting Research Study No. 1 (New York:
American Institute of Certified Public Accountants, 1961),
pp. 17-19.
3^See j. m . Yang, "Accounting in a Free Economy,"
The Accounting Review. XXXIV (July, 1959), 442-444; Herman
W. Bevis, "Accounting Function in Economic Progress," The
Journal of Accountancy. CVI (August, 1958), 29-30; and
EdwardJ. Kelly, The Accounting Process (San Francisco:
Fearon Publishers, 1956), pp. 1-7TI
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Wealth as the Focus
The economy Is composed of entities producing, dis
tributing, and consuming wealth; all its activity is
carried on for the purpose of wealth accumulation and
exchange.

In this environment accounting "must assign the

'wealth* and its changes to some specific entity for a
specified time period. " ^
As the economy has grown, the major entities within
the economy— business enterprises— have evolved from one
form to another.

Accounting theory and practice have fol

lowed this evolution.

Let us survey the evolution of

business enterprises in order to obtain a perspective on
the development of accounting.
Evolution of the Business Enterprise and
Its Relation to Accounting Development
Entrepreneur Sole Owner and Manager
The evolution of accounting has been closely
related to the evolution of mankind's economic affairs.
But only in comparatively recent times has accounting
developed beyond the recording phase.
As civilizations advanced, nations were formed out
of conquered lands; accounting grew as a method of control
over the people and their activities.

As trade between

persons and nations became more important, and the

3®Moonitz, "The Basic Postulates of Accounting,"
p. 12.
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relations between them more complex, bookkeeping became more
refined.

Late in the fifteenth century Fra Luca Pacioli

wrote down the bookkeeping developments to that time.

By

then double-entry bookkeeping had reached a stage of maturity
which is very similar to that used today.39
During this first stage of accounting development,
the entrepreneur was the sole owner and manager of his
enterprise.

The record he kept was for his own use; ledgers

were opened and closed at irregular intervals.

Few formal

reports were prepared from the accounts since opening and
closing entries provided the same information, which could
be readily viewed.^®
Introduction of the Creditor
The impetus to produce formal reports from the
ledger information was supplied by the entrepreneur's use of
borrowed funds, thus bringing an outside interest into the
business picture.

Creditors insisted upon receiving infor

mation about the condition and prospects for the firm before
making the loan.

The information they desired was oriented

to the view of liquidation of the pledged properties in case
of nonpayment by the borrower.

The balance sheet was thus

^John L. Carey, "The Expanding Role of the C.P.A.,"
Business Horizons. I (Summer, 1958), 70; and V. E. Odmark,
""Some Aspects o fthe Evolution of Accounting Functions," The
Accounting Review. XXIX (October, 1954), 634.
^Littleton, Structure of Accounting Theory,
pp. 82-83.
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emphasized as a representation o£ the status of the firm.^
Growth of the Corporation
As the need increased for large pools of capital to
finance large-scale ventures, statutes were enacted which
provided for limited liability of investors.

These statutes

first took the form of limited partnership, and ultimately
the corporate form.
The introduction of limited liability made the pro
tection of creditors more important.

Since the firm's legal

capital was considered to be the main protection of credi
tors, stringent rules were built up to prevent reducing
legal capital other than by the ways specified in the law.^2
Creditors continued to influence accounting even while share
ownership grew more numerous and geographically dispersed.
The separation of owners from management and the
delegation of the managerial function resulted in a new
external interest in the activities of the firm.

This

owner-manager separation further enhanced the position of
the balance sheet as representing a report showing the dis
charge of the managers' stewardship over the funds entrusted
to than.

Despite the recognition of the stockholders' need

for accounting information, the viewpoint of the creditor
dominated.

This situation continued until the mid-1930's.

^ 1-Hill and Gordon, Accounting: A Management
Approach, p. 6; and Littleton, Structure of Accounting
Tneory. pp. 82-85.
^May, Financial Accounting, p. 52.
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Gradually the creditors came to view the earning
power to be of greater importance than immediate liquidity,
and the suppliers of accounting information gradually recog
nized that stockholders were more concerned with profit than
with stewardship.

These and other forces caused a shift in

emphasis from the balance sheet to the income statement and
the performance of the firm.^3
Not only has the growth of the corporate form of
business shifted the emphasis from the balance sheet to the
income statement, it has also greatly increased the signifi
cance of the accounting function.
The Expanded Viewpoint of Accounting
All during the corporate growth the accountant grew
in stature as an independent auditor.

It was recognized

that stockholders should have the protection of an inde
pendent objective review of the management's report on what
was done with the resources entrusted to it.

Thus the

accountant, acting as an independent auditor, was estab
lished to have a special responsibility to outsiders,
separate from his responsibility to the management of the

^Stephen Gilman, Accounting Concepts of Profit
(New York: The Ronald Press Company, 1939), pp. 27-28;
Hill and Gordon, Accounting: A Management Approach, pp.
6-7; Louis H. Jordan, HAccountTng Standards” (unpublished
Doctoral dissertation, Columbia University, 1954), pp. 7-11;
Littleton, Structure of Accounting Theory, pp. 85-91. See
also J. Herman Brasseaux, "An Analysis of the Balance Sheet
in View of Recent Emphasis on Income Determination" (unpub
lished Doctoral dissertation, Louisiana State University,
1958).

49

firm.^
As economic affairs become more complex and business
firms become larger and involve more people, accounting data
are relied upon more and more.

The result:

accounting is

now exposed to responsibilities far beyond the immediate
task of the profession.

Accountants perform internal work

for the firm, but to a large extent accounting data repre
sent public information material and also are an important
public relations media for management.

These data form

essential sources of information to stockholders, labor
unions, creditors, customers, governmental bodies, and the
general public.^
Another development of accounting, as the result of
bigness and complexity of economic institutions, is that
accountants are giving more high-level administrative
assistance to management.

Internally this is taking the

form of an expanded scope of the controller,^ and exter
nally, the form of increased emphasis upon management

^Carey, "The Expanding Role of the C.P.A.," p. 70.
^Konrad Engelmann, "In Search of an Accounting
Philosophy." The Accounting Review. XXIX (July, 1954), 389.
^ S e e Mary Murphy, Accounting— A Social Force in the
Community (New York: Cambridge University Press, 1956J7
pp. 153-203; Oswald Nielsen, "New Challenges in Accounting,"
The Accounting Review. XXXV (October, 1960), 583-587;
Robert M. Trueblood, "The Management Service Function in
Public Accounting," The Journal of Accountancy. CXII (July,
1961), 40; and many o f t he recent articles in The Con
troller.
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services by certified public accountants.^
As the accounting profession grows in stature and
approaches maturity, accountants have come to engage in a
soul searching to discover or create the philosophy (theory)
which underlies current practices.

Let us now turn our

attention from the development of accounting and its environ
ment to a brief survey of the past and present of accounting
principles, in order to obtain a perspective on accounting
theory.

^ S e e Trueblood, "The Management Service Function in
Public Accounting,*1 pp. 37-44; and the articles in the
"Management Controls and Information’* section of The Journal
of Accountancy.

CHAPTER III
THE PERSPECTIVE AND FORMULATION
OF ACCOUNTING THEORY
What Are Accounting Postulates
and Principles?
In 1953 the Committee on Terminology** defined an
accounting principle as flA general law or rule adopted or
professed as a guide to action; a settled ground or basis of
conduct or practice. • • ."

The Conxaittee chose this defi

nition over two others connoting a "source, origin, or
cause" and a "fundamental truth . . . " because it came
nearest to describing what most accountants meant by the
word "principle."

This was followed by an explanation of

the word "postulate."

Accounting postulates were thus

described as unproved principles, having been derived from
experience and reason.

Once they were proved useful they

became accepted as accounting principles; when acceptance
i

became widespread, they became a part of the body of "gener
ally accepted accounting principles."^

^American Institute of Certified Public Accountants,
"Review and Resume," Accounting Terminology Bulletin No. 1,
in Accounting Research and Terminology Bulletins. pp."T0-Tl.
^JEbid., p. 11.
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A different viewpoint was taken in 1958 by the
Special Committee on Research Program.

In its "Report to

Council"^ three basic terms were used:

postulates, princi

ples, and rules.

Postulates were defined as the basic

assumptions upon which principles rest, being derived from
the economic and political environment, customs, and modes
of thought of all segments of the business community.
Accounting principles should be formulated using the postu
lates as their basis.

The principles and postulates would

serve as a framework of reference in solving detailed prob
lems.

Rules would apply this framework to specific situa

tions.
In the first research study published under the
auspices of the AICPA Accounting Principles Board,^ Maurice
Mbonitz accepts the definition of postulates as "the basic
assumptions on which principles rest."

Accordingly he sets

out propositions which are generalizations to be accepted as
self-evident facts.

These generalizations describe the eco

nomic environment, the enterprise operations which account
ing reports upon and interprets, and the basic ideas which

^American Institute of Certified Public Accountants,
"Report to Council," p. 63. See Appendix A for a part of
that report.
^Maurice Moonitz, "The Basic Postulates of Account
ing, " Accounting Research Study No. 1, (New York: American
Institute of Certified Public Accountants, 1961), 61 pp.
See footnote 17 of Chapter II.
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point to the formation of principles.
More specifically, he proposes three groups of
postulates,^

The first group he derives from an analysis of

the environment of accounting and includes statements con
cerning quantification, exchange, entities, time periods,
and unit of measure.

The second group of postulates applies

these ideas about the environment specifically to account
ing; Moonitz characterizes these postulates as being the
aspects of accounting which appear to be valid in every
circumstance.

This second group includes the postulates of

financial statements, market prices, entities, and tenta
tiveness.

The third group of postulates concerns the

"imperatives1’ of accounting; that is, postulates pointing
the way accounting "ought to be done."

These include con

tinuity, objectivity, consistency, stable money unit, and
disclosure.
Extending the analysis contained in the "Basic
Postulates," Robert Sprouse and Maurice Moonitz formulate a
tentative set of broad accounting principles for business
enterprises in the Accounting Research Study No. 3,J

These

**See I. E. McNiell, editor, "Accounting Trends,"
Texas Certified Public Accountant, XXXIV (January, 1962}.
28-29.
^These are summarized in Appendix B.
7Robert T. Sprouse and Maurice Moonitz, "A Tentative
Set of Broad Accounting Principles for Business Enterprises,"
Accounting Research Study No. 3 (New York: American Institute o£ (tertifled Public Accountants, 1962), 87 pp. The
summary of the principles is contained in Appendix C. See
also footnote 17 of Chapter II.
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principles do not seek to describe existing practices, but
rather to provide a general framework of financial account
ing theory*

The immediate reactions are contained within

that study in the form of comments by individuals on
advisory committees.

These comments range from the extremes

of pro and con.
Our approach to a general framework of financial
accounting theory (as stated in Chapter I) is slightly
different.

We begin with a stated objective, then formulate

a basic postulate which is conceived as being the basic
standard by which all subordinate propositions are judged.
Accounting principles are "broad guides to action" con
sistent with the basic postulate and objective, whereas
rules are instructions detailing the manner in which the
appropriate principle should be applied to the specific
situation.

Accounting principles are thought to be of two

classes, coordinating and application principles.

The

differences between these are set out at the end of Chap
ter I and are the subject matter of Chapters VI and VII.
In the past the terminology of accounting theory has
been plagued by confusion.

With little or no distinction

between them, we find such terms as doctrine, convention,
canon, axiom, assumption, standard, concept, principle, law,
maxim, practice.

It would be futile to enumerate how these

have been used, and further, would serve no purpose here.®

8But there is no dearth of individuals who do
express opinions about their meaning. See, for example:
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We should, however, Investigate what Is meant by the phrase
"generally accepted accounting principles" since It signi
fies what now guides accountants In their work.
Modern Dilemmas of Accounting
Certain problems arise from the profession's adher
ing to general acceptance as a criterion to following
certain accounting principles.

Further, there is confusion

over what "accounting principles" means in the phrase "gen
erally accepted accounting principles," despite the pro
nouncement by the Committee on Terminology referred to
above. ^
What Is Commonly Understood as "Generally
Accepted Accounting Principles"
The phrase usually refers to the broad limits used
to determine the acceptability of accounting methods and

David R. Dilley, "An American Viewpoint of Accounting Con
cepts," The Canadian Chartered Accountant. LXXVI (June,
1960), 540-542; Charles H. Langer, "Accounting Principle Is
of Divine Origin," The Accounting Review. XXV (October,
1950), advertisement section, not paged; A. C. Littleton,
"High Standards of Accounting," The Journal of Accountancy.
LXVI (August, 1938), 99; Gordon W. Stead, "Toward a Synthesis of Accounting Doctrine," The Accounting Review. XXIII
(October, 1948), 356; and Victor H. Stempf, "Accounting
Standards," The Journal of Accountancy. IXXIII (January,
1942), 66.
““
Q

See footnote 1 of this chapter. For comments on
the history of the phrase, see May, Financial Accounting,
pp. 37-44, 72-85; George 0. May, "Comments on Mr. Greer's
'Benchmarks and Beacons,'" The Accounting Review. XXXI
(October, 1956), 581-583; and George 0. may, "Retrospect
and Prospect," The Journal of Accountancy. CXII (July,
1961), 33-34.
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measurements.

Accountants are not unanimous as to what the

individual principles are, nor has there been an authorita
tive statement listing those principles.^

These principles

are supposedly found in the current literature of account
ing; for example, in the published Accounting Research
Bulletins of the American Institute of Certified Public
Accountants, in the pronouncements of the American Account
ing Association, and in the writings of individuals.^
As it is used in the phrase, "accounting principles”
has come to mean the whole body of methods and procedures,
and the generalizations from them.

Reflecting this meaning,

F. P. Byerly stated that:
. . . what has frequently been spoken of as
accounting principles includes a conglomera
tion of accounting practices, procedures,
policies, methods and conventions relating
both to the construction of accounts and their
presentation; . . . there seems to be a general
agreement . . . that the difficulty of any
attempt to formulate so-called principles . . .
is that the field is so large and the condi
tions encountered so diverse that few, if any,
sweeping generalizations can safely be adopted.12

10

Black and Champion, Accounting in Business Deci
sions, p. 768.
^^William W. Pyle and John Arch White, Fundamental
Accounting Principles (revised edition; Homewood, Illinois:
Richard D. Irwin, Inc., 1959), p. 721; Ascher, Survey of
Accounting, pp. 355-35/; Earl C. King, ,fWhat Are Accounting
Principles?" California Certified Public Accountant. XIX
(November, 1951), 12-27. Some generally accepted accounting
principles are studied in Chapters VI and VII.
l^F. p # Byerly, "Formulation of Accounting Princi
ples or Conventions," The Journal of Accountancy. IXIV
(Augustj 1937), 94.
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Or more recently, Carman Blough expressed the opinion that
"accounting principles" means nothing different than the
term "accounting

procedures."^

The "general acceptance" in the phrase is considered
to be the authority and basis upon which accounting princi
ples rest.

But, acceptance by whan?

In determining what

constitutes general acceptance, George Catlett pointed out
the wide range of viewpoints:
1. Actual usage in business and industry
is required because accounting principles must
be accepted by business managements and not
imposed upon them.
2. Accountants in public practice have a
responsibility in this • • • area, and accept
ance by them is a necessary prerequisite.
3. Pronouncements of the American Insti
tute of CPAs are said to be the most authorita
tive statements and, therefore, are the best
evidence of acceptance. A similar view is held
by some with respect to the pronouncements of
the American Accounting Association.
4. The entire accounting profession must
be involved in any general acceptance.
5. General acceptance results only from
authoritative support by those best qualified
to render accounting judgments.
6. General acceptance may, in some
instances, result from laws and governmental
regulations applying to business organizations.14

•^Carman G. Blough, "Principles and Procedures,"
The Journal of Accountancy. CXI (April, 1961), 52.
^George R. Catlett, "Relation of Acceptance to
Accounting Principles," The Journal of Accountancy., CIX
(March, 1960), 34. See also A. C.iZttlebon, "Coordinated
Research" (Accounting Exchange), The Accounting Review. XX
(April, 1945), 231-232; and Delmer P. Hylton, "Accounting
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After inspecting each of these viewpoints Catlett concluded
that there is no clear understanding about the identity of
those by whom accounting principles must be generally
accepted.

If it could be determined by whom principles are

accepted, a further problem would arise about the extent of
acceptance necessary to warrant "general acceptance."
Accounting principles (broadly) are thought to be
adaptable to the times so that outmoded principles are
replaced by new ones.

But the stress on general acceptance

places a premium on tradition, in spite of changed condi15
tions which make certain principles obsolete.
In this
sense, the criterion of general acceptance impedes improve
ments in principles and practices.
The evolutionary process of accounting principles
which the profession relies on in the development and
acceptance of principles and practices can be traced through
five steps.

First, no general acceptance exists for either

the principle or its related practice.

Second, general

acceptance of the basic principle exists, but the related

Principles: Their General Acceptance and Application," The
Accounting Review. XXIX (January, 1954), 128-129.
•^See Arthur R. Wyatt, "Tradition and Accounting,"
The Accounting Review. XXXI (July, 1956), 395-400. Wyatt
points out (p. 397): " . . . the force of general accepta
bility tends to promote continuation of traditions by
pointing out their very fact of acceptability and past use
fulness. The force of general acceptability also acts as an
effective deterrent to acceptance of new ideas by pointing
out their lack of general acceptability or their conflict
with the 'tried and true' ideas found in past practice."
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practice does not follow the principle.

Third, general

acceptance exists for the basic principle, but there are
several alternative practices, of which some are not en
tirely in accord with the principle.

Fourth, general

acceptance exists for the basic principle, but there are
alternative accepted practices, with one practice in major
ity use.

Fifth, general acceptance exists for both the

basic principle and its related p r a c t i c e T h e s e transi
tions usually occur over a period of years.

The result in

some cases is that the use of more desirable practices are
taken exception to in the auditor's report because they are
not recognized as generally accepted.
Should "Soundness" Displace
"General Acceptance"?
General acceptance rather than "soundness"^ has
been the principal test for accounting principles and prac
tices.

In some cases alternative and sometimes undesirable

practices have resulted.

To remedy the situation, disclo

sure of the method followed and consistency in following it
are prescribed.
The main arguments advanced in favor of the

^Arthur Andersen & Co., Accounting and Reporting
Problems of the Accounting Profession (Chicago: Arthur
Andersen "ST"Co., September; 19^0), pp. 3-4; and Catlett,
"Relation of Acceptance to Accounting Principles," p. 36.
^ T h e dictionary definitions of "founded in truth
or right; not fallacious or faulty" apply here.
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criterion of general acceptance are:

(1) it results in more

uniformity; (2) when a practice becomes generally accepted,
it must be sound; and (3) it is an objective criterion.I®
Likewise, arguments heard against soundness as the criterion
include:

(1) there should be flexibility among accounting

principles; (2) soundness is subjective; and (3) there has
been progress made without adopting soundness as the crite
rion,^
It is not necessary at this point to answer all
these arguments.

It is desirable, however, to comment here

on the arguments of objectivity-subjectivity of the two cri
teria, as the basis for a later discussion.
General acceptance is considered by some to be
objective because the accountant has satisfied himself that
a particular principle had "substantial authoritative sup
port,"

Such a judgment would be derived from examining

reports by other CPA's, usage in business, views of authors,

^Catlett, "Relation of Acceptance to Accounting
Principles," p, 37. See also Carman G, Blough, "Accounting
Principles and Their Application," in American Institute of
Certified Public Accountants, Robert L, Kane, editor, CPA
Handbook (volume II; New York: American Institute of
Certified Public Accountants, 1953), Chapter XVII, pp. 2-3,
^Blough, "Principles and Procedures," pp, 52-53,
Carman Blough, the principal opponent of "soundness," con
cedes: "Reluctant though I am to express such an idea, I
have been forced to the conclusion that procedures so gener
ally followed among accountants as to constitute substantial
precedent are not always fundamentally sound. In such
cases, I think the fault is in their historical develop
ment, • • •" Pp. 31-32 of "Need for Accounting Principles,"
The Accounting Review. XII (March, 1937), 30-37,
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expressions of technical committees, and the opinions of
governmental officials.

20

In essence, the accountant In

applying the criterion of general acceptance makes a value
judgment based upon observable attitudes.
But soundness as a criterion Is objectionable to
some because It Is considered subjective, a personal view
point.

This cannot be denied.

However, if we were consid

ering whether a particular principle were sound, could we
not survey the collective opinion of usage in business,
views of authors, expressions of technical committees, and
the opinions of governmental officials, as a basis for our
own judgment?

As is the case of general acceptance as a

criterion, would not the accountant make a value judgment
based on observable attitudes, in applying the criterion of
soundness?

It is submitted that he would, and that sound

ness is no more subjective than is general acceptance.
To be sound, accounting principles must be capable
of being objectively tested as meeting the standards of
moral attitudes and economic realities as accepted by the
public and dictated by law.

If they do not meet such tests,

they should be rejected from the framework of accounting
theory. ^

20Blough, "Principles and Procedures," p. 53. See
also Samuel J. Broad, "Recent Developments in Accounting and
Auditing," The Journal of Accountancy. LXXVIII (September,
1944), 186.
^Ralph E. Lee, Jr., "Are We Accounting for Facts
or Fables?" (address before the Accounting Association of
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Reflecting upon these criteria brings us to the
realization that there is something even more fundamental
than general acceptance and soundness.

Or expressing it

another way, what is behind general acceptance and sound
ness?

It is submitted that the bases are usefulness in the

situation (for general acceptance) and fairness to all
parties (for soundness)• A discussion of these is the
subject matter of Chapter V.
An Authoritative Body to Set
Criteria for Principles
In current practice the accountant must judge for
himself whether a particular principle is generally ac
cepted.

General guidelines exist in the forms of official

pronouncements of AICPA committees and expressions of
opinion from other sources, but the final judgment about the
general acceptance of the principle is the individual
accountant's.

Likewise, if soundness were the criterion for

accounting principles, the judgment about what is sound
would be based upon a value judgment in the light of col
lective opinion.
But we may validly ask:

Should the individual

accountant have to bear the burden of such judgments about
what constitutes collective opinion?

Currently there is no

LaSalle College Evening Division, Philadelphia, Pennsyl
vania, October 28, 1959), p. 5 (printed by Arthur Andersen &
Co., Chicago). See also C. Oliver Wellington, "Accounting
Principles" (Letters), The Journal of Accountancy. CVII
(February, 1959), 22.
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place nor any means o£ bringing to issue or challenging the
basic criteria of accounting principles and rules.

The

accountant may judge a certain principle to be generally
accepted, but feel that an alternative principle, not gener
ally accepted, gives a fairer presentation.

Yet he is

stymied in implementing the alternative for fear of a quali
fied audit report.
It seems feasible that an official body could be
established which would have the authority to specify the
objectives of accounting, to set criteria for principles and
rules, and to indicate what constitutes "generally accepted"
or "sound" accounting principles.

The profession now has

trial boards and an ethics commission to enforce rules of
professional conduct; could not similar machinery be set up
for accounting principles?

Such a "court system" will be

discussed more in detail in Chapter V.
Attempts to Formulate a Comprehensive
Theory of Accounting
We have been surveying the existing structure of
accounting practice for the purpose of obtaining an insight
into the foundation and framework of accounting theory.

In

doing so we gain a perspective on the approach taken in this
dissertation to the foundation of financial accounting
theory.

Let us deepen our insight by briefly investigating

other attempts to formulate a comprehensive theory of
accounting.
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Gilman. "Accounting Concepts of Profit"^
A substantial contribution to the body of accounting
literature when it was published in 1939, this book was con
cerned mainly with describing the practice of accounting.
From this practice Gilman abstracted some fundamental ideas
which he carefully categorized as conventions, doctrines,
rules, and principles.

The primary purpose of accounting,

as Gilman saw it, was to determine "accounting profit"; the
balance sheet was relegated to the status of a by-product of
profit determination.

The whole accounting mechanism was

explained by the concept of the business being an entity in
itself.

He studied other concepts also, but much of his

book treated of alternative methods existing in practice at
the time.
Sanders. Hatfield. Moore. "A Statement
of Accounting Principles"2^
This work preceded Gilman's by one year, and was, in
the words of Scott, "a clear and straightforward exposition

22Stephen Gilman, Accounting Concepts of Profit
(New York: The Ronald Press Company, 1939;, 635 pp.
2^See A. A. Fitzgerald, "Are There Any Principles of
Accounting?" Australian Accountant. X (May, 1940), 249-251;
R. J. Chambers, WA Scientific Pattern for Accounting Theory,"
Australian Accountant. XXV (October, 1955), 429.
2^Thomas H. Sanders, Henry R. Hatfield, and Under
hill Moore, A Statement of Accounting Principles (New York:
American Institute of Certified Public Accountants, 1938),
138 pp. (Reprinted in 1959 by the American Accounting Asso
ciation.) For comments on the "Statement," see Edward G.
Nelson, "Note on Principles of Accounting," The Accounting
Review. XIV (December, 1939), 350-355; William A. Paton,
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of principles underlying the best current accounting prac
tice

xhe study aroused much discussion because its

authors were widely known and its publication was hailed as
a formulation of a ’’code of accounting principles that would
be useful in the clarification and Improvement of corporate
accounting and of financial reports issued to the public."2**
Although the "Statement" did not receive very wide accept
ance as such a code, its publication did represent a mile
stone in the continuing attempts to formulate a theory
framework.
Paton and Littleton. "An Introduction to
Corporate Accounting Standards"2?
In describing the basis of their study the authors
wrote:

"The intention has been to build a framework within

which a subsequent statement of corporate accounting stand
ards could be erected."2®

This volume was the most

"Comments on 'A Statement of Accounting Principles,1" The
Journal of Accountancy. LXV (March, 1938), 196-207; ancl
"Comments on 'A Statement of Accounting Principles,'" by
Wyman P. Fiske, James L. Dohr, and Andrew Barr, The Journal
of Accountancy. LKV (April, 1938), 308-323.
2**D R Scott, "Accounting Principles and Cost
Accounting." The Journal of Accountancy. LXVII (February.
1939), 70.
2®Sanders, Hatfield, Moore, A Statement of Account
ing Principles, p. xiii.
2^William A. Paton and A. C. Littleton, An Introduction to Corporate Accounting Standards (Columbus, Ohio:
American Accounting Association, 1946), 156 pp.
2®Ibid.. p. ix.

66
theoretical discussion of accounting theory to that time.
In a brief publication in 1936 by the American Accounting
Association (see below), the basic concepts believed to be
essential to a sound and fundamental structure of corporate
accounting were outlined; the Paton-Littleton monograph
represented an elaboration upon these concepts.

Although

the study was limited to accounting standards (gauges by
which to measure departures), the authors conceived account
ing theory to be a "coherent, coordinated, consistent body
of d o c t r i n e . E v e n though it was published over twenty
years ago, in the opinion of this writer, the "Introduction"
still represents today the greatest contribution to clear
thinking about and formulation of a body of accounting
theory.^®
Littleton. "Structure of Accounting Theory" 3
This monograph was divided into two parts, the first

3®For comments on the "Introduction" see Arthur W.
Hanson and Roy B. Kester, "Comments on ibid.." The Journal
of Accountancy. IXIX (June, 1940), 440-445; E. B. Wilcox,
‘"Comments on Ibid.." The Accounting Review. XVI (March,
1941), 75-81; William D. Cranstoun, "Report of the Subcom
mittee Appointed to Study ibid.," The Journal of Account
ancy. LXXI (January, 1941), 48-57; B. S. Yamey, "Note on
Accounting Standards," The Accounting Review. XVI (June,
1941), 209-212; A. C. Littleton, "Questions on Accounting
Standards." The Accounting Review. XVI (December, 1941),
330-340; and feov A. Foulke. Practical Financial Statement
Analysis (fourth edition; New Vork: McGraw-Hill Book
Company, Inc., 1957), pp. 631-633.
3^-A. C. Littleton, Structure of Accounting Theory
(Urbana, Illinois: American Accounting Association, 1953),
234 pp.
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on the nature of accounting and the second on the nature of
theory.

The first part had the purpose of showing that

accounting is a closely-knit discipline in which all parts
support each other, rather than being merely a collection of
traditional methods.

The second part discussed at length

the nature of theory and also related theory and practice in
accounting.

From this relation of theory and practice,

Littleton stated twenty-three "inductively derived" princi
ples.

Littleton limited his discussion as applying to

double-entry accounting, on an accrual basis, for business
enterprises; thus it cannot be represented as a comprehensive
theory underlying all accounting, as the title would suggest.
In spite of its scholarly investigation, it has not had the
impact of his co-authored Introduction to Corporate Account
ing Standards.
American Accounting Association Pronouncements
In 1936 the American Accounting Association first
undertook the formulation of "A Tentative Statement of
Accounting Principles Underlying Corporate Financial State
ments."

This was described as an experimental formulation

of basic principles and was intended to (and did) arouse
discussion which would foster the development of a more com
prehensive formulation.

Revisions of this initial effort

appeared in 1941, 1948, and 1957.

Between 1950 and 1954 a

series of eight supplements to the 1948 statement were
issued, some portions of which were included in the 1957
revision.
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These pronouncements were Intended to be an inte
grated statement of the basic principles of accounting which
business corporations should follow in preparing generalpurpose financial statements.

The pronouncements did not

intend to cover all accounting practices in depth, but
rather were to be used as a guide in testing the propriety
of a particular accounting practice.32
A general idea of the development of these several
statements can be obtained by a comparison of the titles

■^william W. Werntz, "Accounting in Transition: The
Statements Sponsored by the American Accounting Associa
tion," The Journal of Accountancy, CV (February, 1958),
33-34.
For comments on the "Statements" see: [1936]
Robert L. Dixon and Harry D. Kerrigan, "Criticisms of the
'Tentative Statement of Accounting Principles.'" The
Accounting Review. XVI (March, 1941), 49-65; "Fundamental
Accounting Principles," Accountant. XCVII (December 11,
1937), 790-792; George R. Husband, "Accounting Postulates:
An Analysis of the 'Tentative Statements of Accounting Prin
ciples,'" The Accounting Review, XII (December, 1937). 386401; R. K. Mautz, "Revising the 'Tentative Statement,'" The
Accounting Review. XVI (March, 1941), 66-75.
[1941] George R. Husband, "Critique of the Revised
Statement of Accounting Principles." The Accounting Review.
XVII (July, 1942), 283-293.
[1948] George 0. May, "Accounting Concepts and
Standards Underlying Corporate Financial Statements," The
Journal of Accountancy. LXXXVI (November, 1948), 412-414;
Perry Mason, "1948 Statement of Concepts and Standards," The
Accounting Review. XXV (April, 1950), 133-138; Daniel Borth
"Comments on Third Statement of Accounting Concepts and
Standards." The Accounting Review. XXIV (July, 1949), 277280.
[1957] R. K. Mautz, "1957 Statement of Accounting
and Reporting Standards," The Accounting Review. XXXII
(October, 1957), 547-553; Werntz, "Accounting in Transi
tion," pp. 33-36; George R. Staubus, "Comments on . . . 1957
Revision." The Accounting Review. XXXIII (January. 1958).
11-24.
“
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used:
1936— A Tentative Statement of Accounting Principles
Underlying Corporate Financial Statements
1941— Accounting Principles Underlying Corporate
Financial Statements
1948— Accounting Concepts and Standards Underlying
Corporate Financial Statements
1957— Accounting and Reporting Standards for Cor
porate Financial Statements
American Institute of Certified Public
Accountants Pronouncements
The approach taken by the American Accounting Asso
ciation was in direct contrast to the Accounting Research
Bulletins issued by the Committee on Accounting Procedure of
the AICPA.

These bulletins were limited to recommendations

on specific aspects of accounting practice, and were issued
only as the occasion presented itself.

The problems were

approached from a practical (i.e., rules to guide everyday
work) point of view.

The pronouncements cannot be said to

be basic in nature— nor were they so intended.
As noted above, the newly-formed AICPA Accounting
Principles Board (replacing the Committee on Accounting Pro
cedure) has set out on a program to determine and define
basic accounting postulates and principles.

This framework

of postulates and principles would serve as a basis for
subsequent pronouncements involving rules and procedures.
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Approaches to Accounting Research
The survey of the publications by the Individuals
and associations as set out above represents the prime con
tributions to accounting research, theory, and practice
during the past twenty-five years.

Comprehensive as they

are, however, one Is Inclined to agree with Louis Pilie:
"Unfortunately, with all this effort, a really Integrated
and basic accounting philosophy acceptable on a broad front
has not resulted."^
To round out our perspective on accounting theory,
we should briefly comment on the approaches that may be used
In undertaking accounting research.

These approaches may be

characterized as (1) axiomatic, (2) ethical, and (3) prag
matic.
The axiomatic^ approach is the most abstract of the
three.

This approach tends to separate the form from the

substance by proposing self-evident truths (axioms) and
definitions and then proving the axioms by applying the
rules of deductive logic.

Commenting on this approach,

Moonitz implies that because the method is through reason
alone and not through experience it probably will prove

33Loui8 H. Pilie, "The Forces Pulling at Accounting
Postulates and Principles." Texas Certified Public Account
ant. XXXIV (January, 1962), 1.
3^A dictionary definition for "axiom" suitable for
our purposes: "a statement of a self-evident truth. . . ."
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Incapable of dealing with the real world of accounting
practice.35
Richard Mattesslch Is presently the main advocate of
the axiomatic approach.

In one study^ he sets forth three

axioms,37 seventeen definitions,38 and seven "require
ments ."39

With the aid of deductive logic and a mathematical

apparatus of matrix algebra, he proceeds to prove some
"theorems" that represent important aspects of the account
ing structure
Although not relying as heavily on mathematics as
does Mattesslch, another Important contributor to this
approach is R. J. Chambers.

In his "Blueprint for a Theory

^-’Moonitz, "The Basic Postulates of Accounting,"
p. 3.
36Richard Mattesslch, "Towards a General and Axio
matic Foundation of Accounting; with an Introduction to
the Matrix Formulation of Accounting Systems," Accounting
Research (Eng.), VIII (October, 1957), 328-355.
37(1) Plurality, (2) doubled effect, (3) period.

38including:

account, entity, closed system, to

^Including:

evaluation, duration, unit.

balance.

^®For an elaboration, see Carl T. Devine, "Research
and Methodology and Accounting Theory Formulation," The
Accounting Review. XXXV (July, 1960), 387-399. See also
Richard Mattesslch, "Mathematical Models in Business
Accounting." The Accounting Review, XXXIII (July, 1958),
472-481; and Norton M. Bedford and Nicholas Dopuch,
"Research Methodology and Accounting Theory— Another
Perspective." The Accounting Review. XXXVI (July, 1961),
351-361.
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of Accounting"^! he proposes four "fundamental p remis e s " ^
which lie outside the field of accounting.

He assumes these

propositions to underlie all accounting.43
The ethical approach to accounting research and
theory formulation takes as its starting point concepts
which are found in the accepted social attitudes of the time
and place.

These attributes are expressed primarily in the

form of laws, customs, administrative edicts, religious
edicts; they form the objective basis for subjective deci
sions.^

Thus Stead proposes "integrity" as the "one all-

pervading principle of accounting."^

Such concepts would

^!r . J. Chambers, "Blueprint for a Theory of
Accounting.*1 Accounting Research (Eng.), VI (January, 1955),
17-25.
^condensed (perhaps unjustly), these are: (1) en
tities organize activities and exist tnrough cooperation;
(2) rational management; (3) entity transactions and rela
tionships may be summarized into statements in money terms;
(4) deriving such statements is a service function.
43see also R. J. Chambers: "Detail for a Blue
print,*' The Accounting Review, XXXII (April, 1957), 206-215;
"The Conditions of Research in Accounting." The Journal of
Accountancy. CX (December, 1960), 33-39; "A ScientificPatterioTorTCccounting Theory." Australian Accountant. XXV
(October, 1955), 428-434; "Some Observations on 'Structure
of Accounting Theory,1" The Accounting Review. XXXI
(October, 1956), 485-592; and A. C. Littleton, "Choice Among
Alternatives." The Accounting Review. XXXI (July, 1956),
363-370.
^Devine, "Research Methodology and Accounting
Theory Formation," p. 398.
^^Stead, "Toward a Synthesis of Accounting Doc
trine," pp. 355-359. See also Littleton, Structure of
Accounting Theory, p. 27; Charles H. Langer, "On Principles
of Accounting.” The Canadian Chartered Accountant. L
(January,- 1947), 5-127
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be extended and applied as the basis for accounting.
The third and currently popular approach to account
ing stresses the pragmatic character of accounting.

One

cannot deny that accounting must be useful to justify its
existence.

But to apply that criterion to the entire struc

ture of accounting ultimately causes formulations which are
viewed in terms of special interests.

At least as far as

financial accounting is concerned, we cannot view it as "the
monopoly of any one g r o u p . ( W e may, however, consider
managerial accounting as the private domain of managers.)
What are the implications of these three approaches
to this dissertation?

We do not take one approach to the

exclusion of the other two.

Rather, our approach is a

cross-section of the three.

As the structure of enterprise

financial accounting is conceived by this writer, its basic
foundation is an ethical one, its method is logical and
coherent, and the ultimate test of the formulations lies in
its application to the real world.
To summarize, this and the previous chapter have
attempted to survey the environment in which accounting

A^Mbonitz, "The Basic Postulates of Accounting,"
p. 5. See also Myron J. Gordon, "Scope and Method of Theory
and Research in trie Measurement of Income and Wealth," The
Accounting Review. XXXV (October, I960). 612-615; Delmer 1?.
Hylton, "Current Trends in Accounting Tneory," The Account
ing Review. XXXVII (January, 1962), 24; Nicholas bopuch,
"Metaphysics of Pragmatism and Accounting," The Accounting
Review. XXXVII (April, 1962), 251-262.

74
exists— the disciplines which shape its nature, the economy
within which it operates, and the activities it seeks to
report on.

The evolution of business enterprises has

affected accounting theory; we sought to bring out this rela
tionship and the results.

Then, by examining what is meant

by postulates and principles and how they become generally
accepted, we obtained a broader perspective upon the formu
lation of accounting theory.

We rounded out that perspec

tive by briefly surveying past attempts to formulate a
comprehensive accounting theory.
With an understanding of the environment of account
ing, and using that environment as our basis, we now turn
our attention to formulating what we conceive to be the
foundation of financial accounting; the cornerstone of that
foundation, the objective of accounting, is discussed in the
following chapter.

CHAPTER IV
BROAD OBJECTIVES OF ENTERPRISE ACCOUNTING
The Need for a. Stated Objective
In Chapter I we pointed out that the structure of
accounting theory herein conceived is a logical structure,
built upon a hierarchy of levels of abstractions.

At the

apex of this hierarchy is one or a few generalizations com
prehending all abstractions (propositions) below it.

This

all-inclusive abstraction is the objective (or function) of
all enterprise accounting.

Enterprise accounting's two

areas, financial and managerial accounting, likewise each
have their major objective.
Accounting practice, in much the same fashion as any
activity by individuals or associations of individuals, is
guided and motivated by some basic objective.*-

This objec

tive is the one thing which stands out as the force giving
meaning and purpose to the activity's performance ,2

*-A dictionary definition expressing the meaning of
"objective" intended here: "An aim or end of action; point
to be hit, reached, • • •" Also, in this and following
chapters, "accounting" should be mentally qualified by the
term "enterprise" (enterprise accounting) to connote the
scope intended, unless another scope is expressly identified,
^William L. CampfieId, "Basic Philosophy Underlying
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Therefore, some goal consciously or unconsciously motivates
all activity.
Developing a structure of accounting Is not just a
matter of deciding disputed Issues as they arise.

There Is

a need for a foundation of broad Insight Into the environ
ment of accounting, as well as a need for the use of reason
and logic In drawing from that environment the objectives of

q

accounting and the means to obtain them.*1' The overall
objective of accounting is the starting point and supplies
the basis for the accounting framework.
After surveying the evolution of accounting objec
tives, this chapter investigates a definition of accounting.
Also a broad objective of all accounting is formulated,
which provides the basis for formulating the objectives of
the financial and managerial accounting areas.

Alternative

objectives of financial accounting also are discussed.
The Evolution of Accounting Objectives
Paralleling Business Enterprise Ob1ectives
Generally speaking, accounting objectives have
paralleled the objective of the activity for which the
accounting is being done.

Thus, if the activity were the

liquidation of the estate of a deceased person, the

Financial Accounting,*' New York Certified Public Accountant.
XXII (September, 1952), 555.
^See Howard C. Greer, "Benchmarks and Beacons," The
Accounting Review. XXXI (January, 1956), 7.
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accounting process would assume an objective of recording
and providing information about the liquidation of the
estate.

The accounting therefore would be concerned with

recording and providing information about sales of assets,
transfers of legacies, payment of debts, and so forth, for
that particular liquidation activity.
We may view the objectives of business enterprises
and accounting as being oriented in two directions— internally directed and externally directed.
In the previous chapter we characterized the origin
of accounting as an outgrowth of a recording function.

The

sole owner-manager presumably was motivated by the desire to
earn a living from his business.

Accounting took the form

of recording the events of the business activity and of
showing the wealth or status of the proprietor.
As the need increased for larger amounts of capital,
creditors and shareholders were brought into the business
picture.

As long as ownership was closed, accounting

remained predominantly a recording function, with reports
being increasingly influenced by the wishes and needs of the
creditors.

When ownership became separated from management,

stewardship reporting became predominant over recording.
Gradually the emphasis in managerial and accounting objec
tives shifted from stewardship to income determination.
(Income determination as a major objective of financial
accounting is discussed in a later section of this chapter.)
In recent years managements of many large
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corporations have adopted multiple and diverse goals as
business objectives.

These goals extend beyond the prima

rily economic objective of profit making, which in the past
has had a great influence upon managerial motives. The new
goals go beyond the internal economic activities and relate
to the requirements of the external society in which the
corporation operates.

Profit maximization is subordinated

to other goals, such as contributions to economy growth,
advances in technology and productivity, innovation, meeting
community requirements, stability of employment, enlarged
public services, and so on with a variety of socially
oriented objectives.

These nonincome-oriented objectives

are thought to be a reflection of the values of the insti
tutions and groups in which managers live and work.

The

highest level of achievement by managements may then be
defined in terms of developing and fulfilling the human
values of society.4

in adopting such goals, managements

recognize that their responsibility is a public and social
one, and is not limited only to the shareholder-owners of
the enterprise.
If accounting objectives are to parallel management

^Norton M. Bedford and Nicholas Dopuch, "The Emerg
ing Theoretical Structure of Accounting," Business Topics.
IX (Autumn, 1961), 60, 62. Also see Edward Mason, "tfie
Apologetics of Managerialism," The Journal of Business. XXXI
(January, 1958), 1-11; Peter F. Drucker, "Business Objectives and Survival Needs: Notes on a Discipline of Business
Enterprise." The Journal of Business. XXXI (April, 1958),
81-90; and John Lawler, "The Practical Philosophy of Profes
sional Ethics." Texas Certified Public Accountant. XXXIV
(July, 1961), 9-TlH
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and enterprise objectives, what should be the implications
to the enterprise accounting structure from adopting
multiple socially oriented goals?

Since these goals are

presently considered as purely qualitative, should they be
excluded from the accountant's attention?

Should account

ants continue to derive an income figure and establish it as
a general index of effectiveness in attaining all the goals
collectively?

Or should an attempt be made to quantita

tively account for these multiple goals?
The selection of enterprise goals is the function of
the enterprise participants— the society segments; the goals
necessarily will reflect the social and moral attitudes of
society.

In this writer's opinion, the structure of

accounting ultimately must be broadened to include in its
scope the measuring and reporting on the effectiveness of
5
attaining socially oriented enterprise goals, but exclude
the selection of those goals.
The development of a detailed structure of account
ing which would embrace specific multi-goals is beyond the
scope of this dissertation.

Suffice it to say that the

adoption of socially oriented multi-goals is a manifesta
tion of the growing awareness of managements' responsibility
to the general public and economy.

As the basis for

^For an elaboration on the problems and implications
of measuring and reporting on multiple goals, see Bedford
and Dopuch: "The Emerging Theoretical Structure of
Accounting” ; and "Research Methodology and Accounting
Theory— Another Perspective,” pp. 358-361.
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formulating an accounting objective suitable for the current
stage of social awareness, let us investigate more closely
the social concepts of management and accounting.
Social Concept of Management
The developing social concept of management can be
portrayed best in the light of the classical capitalistic
view of the corporation and management.
The classical capitalistic viewpoint holds the
owners of the business enterprise in the central position.
The owners have absolute control over the use of their pri
vate property, within the bounds of legal and contractual
obligations.

Maximum profit in the long run is the prime

objective in committing capital to the enterprise.

Manage

ment is under the control of the owners, and acts in accord
with the owners' wishes, in a fiduciary capacity.

The other

segments of society (labor, consumers, creditors, govern
ment) are groups to whom management has a contractual or
legal obligation, and are looked upon as constraining the
maximum profit goal.**
The emphasis in the classical view therefore is on
the enterprise as an economic institution.

The "invisible

hand" is the watchword, as the mechanism of free competition
guides the self-interest pursuits to culminate in the

^Gerhard R. Andlinger, "The Crucible of Our Business
Creeds," Business Horizons. II (Fall. 1959), 35; and also
see Richard Eells, "Social Responsibility: Can Business
Survive the Challenge?" Business Horizons, II (Winter.
1959), 37-38.
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maximum good for all.

The maximum social good is the auto

matic result of a properly operating unobstructed system.^
The new social concept of enterprise, in contrast
with the classical view, places management (not the owners)
in the central position.

The goal of long-run profit maxi

mization is compromised to optimization and coordinated with
considerations of public service and satisfaction.

Manage

ment is viewed as having an equal responsibility for the
welfare of shareholders, labor, consumers, creditors, gov
ernment, and general public.

The interests of these groups

no longer conflict with the pursuit of a fair profit, and
management's essential role becomes one of evaluating the
rights and interests of the respective segments of society
and mediating among them.®
This concept of enterprise views business as a
social institution and views management as having a social
responsibility.

The public interest is placed ahead of

individual interests.

The maximum social good is not an

automatic product of the competitive system, rather is
achieved through conscious effort.9

^Andlinger, "The Crucible of Our Business Creeds,"
p. 35.
®Ibid., pp. 35, 37-40; and Howard Bowen, Social
Responsibilities of Businessmen (New York: Harper and
Brothers, Publishers, 1953), pp. 48-68.
^Andlinger, "The Crucible of Our Business Creeds,"
p. 35, See also: Mason, "The Apologetics of Managerial
ism," pp. 1-11; D. Mead Johnson, C. H. Nolen, H. F. Smiddy,
C. Hewitt, "Are Profits and Social Responsibilities

82
What are the implications to accounting of the
broadened social responsibilities of management and enter
prise?

Paralleling the growth of the social responsibili

ties of management has been an increasing awareness of the
social responsibilities of accounting.
Social Concept of Accounting
As pointed out above, the growth and development of
accounting closely parallel that of business enterprise.
The recognition of management's public responsibilities
brought with it a realization that accounting responsibili
ties transcend service to the owners and management of
enterprises.

While serving business, accounting today

serves society.^
As the language of business, accounting expresses
economic facts and relationships.

Through the media of

financial statements, accounting communicates the

Compatible?— A Consultation," Business Horizons. II (Slimmer,
1959), 54-64; Eells, "Social Responsibility: Can Business
Survive the Challenge?" pp. 38-41; Albert Lauterbach, Man.
Motives, and Money (second edition; New York: Cornell Uni
versity Press, 1959), 366 pp.; Richard Eells, The Meaning of
Modern Business (New York: Columbia University Press,
1960), 42? pp.; E. Rostow, "To What and For What Ends Is
Corporate Management Responsible?" in Edward S. Mason,
editor, The Corporation in Modern Society (Cambridge:
Harvard University Press, 1960),pp. 46-71: J. W. Bunting,
"Social Responsibility of the Corporation," in The Corpora
tion: Its Modern Character and Responsibilities (Columbus.
Ohio: TEe Ohio State University, I960), pp. 1-9; Stuart
Chase, et al., The Social Responsibility of Management (New
York: New York University, 1960), 63 pp.; and Bowen. Social
Responsibilities of Businessmen.
York:

lORufus Wixon, editor, Accountants' Handbook (New
The Ronald Press Company, 1956), section 1, pp. 3-4.
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contributions and the relative economic rights and interests
of the economy segments— stockholders, management, labor,
creditors, customers, government, and general public.
These segments of society must be able to rely on accounting
information which is "judged from the standpoint of society
as a whole--not merely from that of any one group of inter
ested persons."^
This dissertation is based upon such a social con
cept of accounting.

From this social concept and from

accounting's relation to other disciplines (as outlined in
Chapter II), we now formulate our definition and objectives
of enterprise accounting.
Definition of Enterprise Accounting
Chambers has pointed out^^ that "accounting" is an
abstraction, and when used without qualification the term
can be presumed to refer to the whole of a general class of
processes, of which all are called accounting.

Thus we have

^Robert D. Hay, "Proposed Standards for Corporate
Annual Reports" (unpublished Doctoral dissertation, The Ohio
State University, Columbus, 1954), p. 16. See also:
Littleton, Structure of Accounting Theory, pp. 13-17; Yang,
"Accounting in a Free“ Economy,M pp .""446-451; Maurice Stans,
"The Future of Accounting," in The Ohio State University,
Proceedings of the Fourteenth Annual Institute on Account
ing . . . 1937 (Columbus, Ohio: The Ohio State"~Unlverslty,
1952), pp. 24-26.
-^American Institute of Certified Public Account
ants, Accounting Research Bulletins, p. 7.

■^Chambers, "A Scientific Pattern for Accounting
Theory," p. 430.
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a vertical stratification such as was referred to in Chapter
II, as well as a variety of forms (horizontally) within each
stratum.

In the vertical stratum of enterprise accounting,

for example, there are (horizontally) various forms of
enterprise including among others the corporation, partner
ship, government, estate, receivership.^
Is it possible to formulate a definition for
accounting in its broadest sense?

William Paton answers the

question by providing the following definition:

"• • • ac

counting is a synthesis of concepts, rules, and techniques
designed to facilitate understanding and control of economic
activity."-^
We may be attributing a broader scope to this defi
nition than Paton intended.

Though not explicitly referring

only to enterprise accounting, the context in which the
passage appears would imply such a scope.

However, in our

opinion, the quoted definition is an adequate formulation of
accounting in its broadest sense.

We shall therefore adopt

the definition as all-inclusive.
If it be possible to formulate an overall definition
of accounting, then it should also be possible to formulate
a definition for each stratum of accounting.

The

l^See the structural outline in Chapter I, p. 11,
for the various forms, and Chapter II, p. 29, for tne
stratification•
^^William A. Paton, "Recent and Prospective Develop
ments in Accounting Theory," in Dickinson Lectures in
Accounting (Cambridge: Harvard University Press, 1353),
p.

87.
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definitions so formulated necessarily would involve defining
the particular stratum within the outlines of the overall
definition.

Since the other strata of accounting^ are out

side the scope of this study, we will concentrate on formu
lating a definition for the area of enterprise accounting.
The Committee on Terminology of the American Insti
tute of Certified Public Accountants in 1941 formulated the
following definition "after extensive consultation and care
ful consideration":
Accounting is the art of recording, classify
ing, and summarizing in a significant manner
and in terms of money, transactions and events
which are, in part at least, of a financial
character, and interpreting the results there
of .17
In a similar vein Moonitz, in "The Basic Postulates"
study, defines accounting in terms of its function.!®
The function of accounting is (1) to measure
the resources held by specific entities; (2)
to reflect the claims against and the interests
in those entities; (3) to measure the changes
in those resources, claims, and interests;
(4) to assign the changes to specifiable
periods of time; and (5) to express the fore
going in terms of money as a common denominator.19
That is, international balance of payments
accounting, national income accounting, and Individual
accounting (see Chapter II, p. 29, for the stratification).
-^American Institute of Certified Public Accountants, Accounting Terminology Bulletins, p. 9.
^Presumably there is a distinction (however fine)
between a definition (describing what it is), a function
(describing what it does), and an objective (describing what
it intends to do); we may equate the latter two for all
practical purposes, however.
19Moonitz, "The Basic Postulates of Accounting,"
p. 23.
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More compactly, Bevls states that when It Is necessary to
consider the fundamental nature and purpose of accounting,
he ", • • start[s] with the broad definition of accounting
as the measurement and communication of financial and other
economic data."2^

Others could be m e n t i o n e d , b u t the

above definitions are representative.
The definitions above fall short In several ways,
however, relative to enterprise accounting as conceived In
this study.
First, the AICPA definition (If It Is being Inter
preted correctly) restricts enterprise accounting to
stewardship responsibilities and only implies the account
ant's responsibilities in the decision-making process,22
Second, the AICPA and Mbonitz definitions ignore
(or vaguely imply) the communication (reporting) element in
enterprise accounting.

Accounting is not an end in itself;

it exists to communicate economic data to the society seg
ments.

This information (economic data) then becomes the

basis for or assists in judgment formulation or action
taking by the society segments.

Therefore, economic data

^Herman W. Bevls, "Riding Herd on Accounting Stand
ards," The Accounting Review, XXXVI (January, 1961), 9.
21For a substantial list, see Louis Goldberg, An
Outline of Accounting (fourth edition; London: Sweet &

M5xwen,"T9577Vpp. I-10.
22See Robert M. Trueblood, "Accounting and New
Management Attitudes," The Journal of Accountancy. CVI
(October, 1958), 38.
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useful for decision making must be communicated.^3
said:

As Bevls

"• • • failure to Include communication . . .

robs

[accounting] of its life blood.
Third, Moonitz and Bevls include "measure" in their
definitions.

But does accounting (or, do accountants)

measure wealth and economic data?

Or do accountants merely

record the measurements which arise from sources outside the
accounting system?

To say the system measures wealth or

data, per se, implies that the system itself has the inher
ent capacity to estimate values.

It seems to this writer

that enterprise accounting is capable of only making an
inventory of value measures which have their origins outside
the system.
Fourth, the AICPA and Moonitz definitions are
restricted to dollar data.

Since enterprise accounting in

cludes both financial and managerial facets, an appropriate
definition would include not only dollar data but all
quantitative data (granted, ultimately expressed in dollars)
which may be a part of the control and operational mechanism
✓

of management.
inclusive term.

We might use "economic data" as the allEconomic data pervades every functional

activity within an enterprise, so accounting must be

23

See Bevis, "Riding Herd on Accounting Standards,"
p. 9; and Herman W. Bevis, "Comments on 'The Basic Postu
lates of Accounting'" (personal correspondence to Mr. Perry
Mason, January 29, 1962, unpublished), p. 7.
^Bevis, "Comments on 'The Basic Postulates,'" p. 2
of letter.
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concerned with the generation, transfer, and manipulation of
these data in all operational activities of the enterprise.2->
Fifth, only the AICPA definition suggests enterprise
accounting to be a system involving certain steps in the
process.

To be effective as an information processor and

communicator, the enterprise accounting system must be
orderly and efficient, producing information that is needed
when it is needed.
These observations on the above definitions lead us
to formulate the definition of enterprise accounting as it
is conceived in this studyi
Enterprise accounting is a control and commu
nication system which involves gathering,
compacting, interpreting, and disseminating
economic data for purposes of judgment formu
lation or action taking.
From our definition of enterprise accounting we
shift our viewpoint slightly to investigate the objective2**
of enterprise accounting.
The Objective of Enterprise Accounting
Scott observed that accounting had three major jobs
to do.

In the order of their development (as pointed out in

Chapter II), these jobs are the record function, the control

25Trueblood, "The Management Service Function in
Public Accounting." p. 38; and Bevis, "Comments on *The
Basic Postulates," p. 5.
26See footnote 18 of this chapter.
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function, and the protection-of-equities function.2^
The recording function involves techniques of infor
mation gathering and processing.

Gathering and processing

are necessary to make readily available data which can be
used in certain ways by certain people.

This recording

phase of accounting is discussed more in detail later in
this chapter.
The control function carries with it connotations of
the power to make decisions and the authority to make
changes.

The function is concerned with revenue and expense

control as well as technical problems of use of materials,
labor, and capital in attaining organization objectives.
Thus, we may think of two broad areas of control in an
enterprise, operational control and financial control.
The protection-of-equities function focuses upon
accounting as a system designed to differentiate between and
protect the various interests which are jointly involved in
the business' activities.2**
These three jobs can be separated for purposes of
analysis, but in reality are merely different phases of the
same process.

Protection of equities comes about through

managerial and financial control, as well as the recording
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D R Scott, "Tentative Statement of Principles,"
The Accounting Review. XII (September, 1937), 296.
28 Ibid .; see also A. C. Littleton, "Relation of
Function to Principles," The Accounting Review. XIII
(September, 1938), 235; and V. El. Odmark, "Current Chal
lenges to Accounting Principles," The Accounting Review.
XXXV (April, 1960), 275-276.
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process.

Effective control rests upon dependable and rele

vant information about the enterprise supplied through the
recording system.

In turn, the recording system is not

detached from the other two phases; the data requirements
for control, decision making, and protection of equities
largely determine the form of the recording system.29
Similar observations on the interdependency of the
recording, control, and protection-of-equities phases caused
Littleton to conclude that " . . . accounting has one func
tion— to furnish dependable, relevant information about a
business enterprise."30
In another article3'*- Littleton identifies six "areas
of accounting action."

These areas are (1) homogenizing

diverse events; (2) converting events into entries; (3)
classifying entries into accounts; (4) reclassifying
account data into fiscal periods; (5) reporting or summariz
ing periodic data; and (6) reviewing accounting data and
processes.

For each of these areas he inductively derives

"intermediate objectives" and broader "antecedent objec
tives."

For example, the first action area, homogenizing

diverse events (or, pricing business transactions), would
have the intermediate objective "to reduce objects and

^Littleton, "Relation of Function to Principles,"
pp. 235-236.
30Ibid.
3-*A. C. Littleton, "Classified Objectives," The
Accounting Review. XXIV (July, 1949), 281-284.
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events to price data."

Its broader antecedent objective

would be "to represent greatly diversified economic events
and transactions In a manner that will permit them to be
marshalled Into a variety of useful calculations."

More

general than the antecedent objectives, and encompassing all
of the accounting action areas, would be the "top objec
tive."^

Littleton formulates a top objective, not unlike

his conclusion quoted above:
. . . In order to achieve the chief objective
of helping people concerned to understand a
business enterprise, accountancy must classify
its data without misrepresentation, compress
them without distortion, report them without
concealment•33
Harry Kerrigan said that all other accounting pur
poses may be fairly subsumed (according to circumstances)
under one or the other of the two following purposes of
accounting:
(1) To exhibit the financial position of a
particular unit of activity • • .
(2) To exhibit the financial results of the
particular unit over a length of time.34
In reaching these objectives, Kerrigan said, accountants
made use of a medium of expression (financial statements),

3^Ibid.«

pp,

281-283.

33Paid., pp. 283-284. See also Littleton, Structure
of Accounting Theory, pp. 124-127. Incorporating similar
wording is barker's formulation of the accounting objective
as "the provision to interested parties of useful and rele
vant information concerning economic quantities." R. H.
Parker, "The Nature and Purpose of Accounting," The
Accountant (Eng.), CXLIV (June 10, 1961), 71o.
3^Kerrigan, '^Whither Accounting?" p. 61.
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a body of principles, and a technique (double-entry book
keeping) •33
In its 1957 Revision, the American Accounting Asso
ciation takes a broader view of enterprise accounting and
its objective:
The primary function of accounting is to
accumulate and communicate information essen
tial to an understanding of the activities of
an enterprise, whether large or small, cor
porate or non-corporate, profit or non-profit,
public or private*36
Another statement of the objective of enterprise
accounting which is pertinent to our survey is found in the
Accountants1 Handbook:
In a broad sense accounting has one pri
mary function: facilitating the administration
of economic activity. This function has two
closely related phases: (1) measuring and
arraying economic data; (2) communicating the
results of this process to interested parties.37
Each of the above statements is in some way inade
quate for our purposes here, although each contains some
element of merit.

We may formulate the following objective

of enterprise accounting to serve as the basis for later

35Ibid., pp. 61-64.
^American Accounting Association, Committee on Con
cepts and Standards Underlying Corporate Financial State
ments, Accounting and Reporting Standards for Corporate
Financial Statements, 1957 Revision (Columbus. Ohio:
American Accounting Association, 1957), p. 11. The 1957
Revision was originally published in The Accounting kevlew;
all page references are to the reprint by the A.A.A. which
included the 1957 Revision and previous statements and
supplements•
37wixon, Accountants* Handbook, section 1, p. 1.
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statements of the objectives of its two areas of financial
and managerial accounting:
The objective of enterprise accounting is to
provide an information-communication system
by gathering, compacting, interpreting, and
disseminating economic data, in order to
facilitate judgment formulation or action
taking by tne economy segments.
Enterprise accounting is not an end in itself;
rather it is a tool through which information (economic
data) is gathered and summarized into reports and analyses.
These reports are then interpreted and communicated to the
society segments (shareholders, management, labor, cred
itors, customers, government, and general public) as the
basis for judgment formulation and action taking by them.
(To formulate a judgment does not necessarily include taking
action; those judgments which are followed by action taking
we call decisions.)
The recording phase (or function) mentioned above
encompasses the gathering and compacting elements of our
objective.

By gathering is meant that part of the informa

tion system in which business forms and records are col
lected either at the source of the data or indirectly by
means of preliminary forms.

These data are made up of

enterprise operating and financial transactions, events, and
facts.

The gathering phase also includes recording the data

into the accounting system books and records.

A number of

steps are involved, such as analyzing and classifying the
data, and formulating the entry to be made into the
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records.3®
The compacting element of our objective involves
summarizing like data in specific groupings (accounts and
ledgers) and further summarizing the groupings into reports
and statements.

The procedures normally followed include

periodic posting to accounts, summarizing into a single
listing (the trial balance) the total or balance of each
account, and preparing the financial statements and supple
mentary statistical reports from the trial balance and other
operating data.

Accounting procedures and financial state

ments and reports are based on the belief that monetary and
nonmonetary quantitative data provide an effective means of
describing enterprise events.

Such quantitative data are

essential to communicate qualitative information about the
enterprise
Interpreting the information produced in the form of
statements and reports is perhaps the most difficult phase
of the accounting process.

Interpretation involves making

certain analyses and computations of ratios and percentages.
More Importantly interpretation also involves judgment on
the accountant's part to relate items to each other in

3®See Hay. "Proposed Standards for Corporate Annual
Reports," pp. 12-l5; Littleton, Structure of Accounting
Theory, pp. 36-76.
^American Accounting Association, Accounting and
Reporting Standards for Corporate Financial Statements. 1957
Revision? p. 1.
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discerning the causes for the changes or deviations
The next phase or element in the objective is
disseminating or communicating the economic data and inter
pretations to the economy segments.

It was noted above that

accounting's sole reason for existing is in the communica
tion or transmission of economic data to all segments of the
e c o n o m y A c c o u n t i n g is a form of language used to commu
nicate economic data between individuals and groups of
individuals•
The objective states that accounting provides a
communication system.

The idea is that accounting records

experiences and events which serve as a pattern or reference
to guide and facilitate decisions or judgments.

The system

"audits" all operating activities to bring significant quan
titative information to the attention of interested parties.
These parties, through their varied needs, largely determine
the content and quality of the reports.

As new conditions

and needs arise, the communication system adapts to the
changes.

An important job of the accountant is to be

^ T h i s statement seems to be contrary to Little
ton's: "There can be no question that accounting data are
able to serve the interpretative needs of business. There
may be reason to doubt, however, that the accountant is an
interpreter searching for meaning and significance beneath
account data. It would be closer to the fact if he were
considered to be an analyst who undertakes to resolve a com
plex into more understandable form." A. C. Littleton, "The
Interpretative Function," Illinois Certified Public
Accountant. XXII (Winter, 1959-1960), 3.
^ S e e Bevis, "Comments on 'The Basic Postulates,"'
pp. 2, 7.
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receptive to and cognizant of changing needs and situa
tions,^
From our definition and objective of enterprise
accounting we are able to formulate objectives for the two
areas of enterprise accounting— managerial and financial
accounting.

Since the primary interest of this study is

financial accounting, we shall be content to state (for pur
pose of contrast) and discuss briefly the objective of
managerial accounting.

Following the managerial accounting

discussion is a more detailed investigation of the objective
of financial accounting herein formulated.
Objectives of Enterprise Accounting Areas
At this point we may digress briefly to question the
validity of separating enterprise accounting into the two
areas of financial and managerial accounting.

The separa

tion is not valid if we take the viewpoint of the overall
process.

In this light accounting is for the enterprise and

of the experience and events which shape its existence.
There is only one accounting, and its processes produce a
single set of reports about the status and operations of the
enterprise.

On the other hand, the separation between man

agerial and financial accounting is valid if the primary

^2See John W, LaFrance, "Communication with the
Client and the Public," The Journal of Accountancy. CXIII
(May, 1962), 39-44; and Russell V. Puzey, "Accounting Is
Communication," The Journal of Accountancy. CXII (September,
1961), 55-60.
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concern is the parties which are interested in the results
of the accounting system.

The parties interested in the

firm's operations are shareholders, managers, labor, cred
itors, customers, government, and general public.

These

society segments may be divided, from the vantage point of
the enterprise, into two groups, internal and external
interests.

The information produced by the accounting sys

tem is thus directed to these two groups of interests;
managerial accounting is directed to the internal opera
tional needs of managers, and financial accounting is exter
nally directed to the other segments.

This latter concept

is held to be the more valid viewpoint and thus acts as one
of the bases in our analysis.
Objective of Managerial Accounting
This writer views managerial accounting as including
all aspects of the development, presentation, interpreta
tion, and communication of economic data for the information
and guidance of managers at all levels of the enterprise.^
Drawing from this concept and from the objective of
enterprise accounting previously stated, we formulate the
following objective of managerial accounting:
The objective of managerial accounting is to
provide an internal information-communication
system by gathering, compacting, interpreting,

^ S e e W. B. McFarland, "Research in Management
Accounting by the National Association of Accountants," The
Accounting Review, XXXVI (January, 1961), 21-22.
^ C f . ibid.. p. 21.
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and disseminating economic data in order to
facilitate planning, control, and decision
making at all managerial levels within the
enterprise.
Essentially, accounting reports the results of deci
sions made and actions taken by people.

The importance of

accounting does not lie only in that fact, however.

Ac

counting's importance arises from its being also a tool with
which to evaluate those decisions and actions.

If the per

son were not interested in the results of his decisions and
actions, there would be no need for an accounting thereof.
If he were interested, there would be a need for a means of
evaluation.

Decisions are made in the present and have their

effects in the future.

As a basis for decisions, the person

must rely upon facts marshaled about current conditions,
upon forecasts of future conditions, and upon evaluations of
the results of past decisions.

Each decision is made under

a different of circumstances, but an evaluation of the
results of past decisions relative to current conditions may
give an insight into the possible results of current alter
natives, and therefore indicate the best alternative.

There

is a need, then, for a means by which to evaluate the
effects of past decisions to serve as part of the basis for
making current decisions
Being a basis for evaluation, enterprise accounting

Edgar 0. Edwards and Philip W. Bell, Theory and
Measurement of Business Income (Berkeley: Universityof
California Press, 1961), pp. 2-6.
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assists management in evaluating business decisions.

Thus

accounting contributes to sounder current decisions and also
contributes to controlling current events and to the plan
ning for future events concerning the business.

The body of

processes and concepts which compose this information system
is called managerial accounting.

Managerial accounting has

two main areas, cost accounting and special studies, al
though it draws from all the data produced by the enterprise
accounting system.^6

other departments of the business

would use the data coming from these two main areas.

For

example, the marketing department could use cost data and
special studies to determine an optimum product mix or to
evaluate salesmen efficiency; the production department
could use the data for production scheduling; all depart
ments could use the data in budgeting operations.
Management planning involves establishing day-to-day
and longer range operational goals and the means of achiev
ing them.

This planning is based on forecasts about

internal operations and external (or market) conditions, as
well as on current events and evaluations about past deci
sions.

The data produced by the entire enterprise account

ing system make up a large part of the data needed in
planning, forecasting, and budgeting

^ S e e the outline of the structure of enterprise
accounting, Chapter I, p. 11.
^American Accounting Association, "Report of Com
mittee on Management Accounting," p. 211.

100
Management control refers to the actions necessary
to assure conformity with objectives, plans, and policies.
Control involves observing, recording, and reporting actual
results as compared with planned results, and taking action
to correct observed deviations or to alter future plans.
Needless to say, accounting data are widely used in the man
agerial control over operations.^8
Management accounting is only indirectly related to
reporting to interests outside the firm, in that it makes
use of most of the same information going to outside inter
ests.

Let us now turn our attention to that area concerned

with reporting to outside interests, financial accounting.
Objective of Financial Accounting
As the reader will remember from Chapter I, the
major contention of this dissertation is that a coordinated
body of enterprise accounting theory must be built upon a
statement and understanding of its basic objective.^

We

^ F o r elaborations on these ideas, see American
Accounting Association, "Report of the Committee on Manage
ment Accounting," The Accounting Review. XXXV (July, 1960),
400-404; Robert K. Jaedicke, "Accounting Data for Purposes
of Control," The Accounting Review. XXXVII (April, 1962),
181-188; Maurice ho onitz and" Carl L. Nelson, "Recent Devel
opments in Accounting Theory," The Accounting Review. XXXV
(April, 1960), 207-210; and Walter B. McFarland, 'Responsi
bility Concept in Accounting," Illinois Certified Public
Accountant. XV (June, 1953), 56-61.
^ T o be sure, this writer is not the first to advo
cate such an approach. Devine stated " . . . the first order
of business in constructing a theoretical system for a
service function is to establish the purpose and objectives
of the function. The objectives and purposes may shift
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have formulated an objective of enterprise accounting*

This

objective acts as the guideline to formulate the remainder
of the theory structure— postulates, principles, rules, and
procedures•
Drawing upon this overall objective, a basic objec
tive for enterprise managerial accounting was formulated for
the purpose of contrasting It with the basic objective of
enterprise financial accounting (which is yet to be stated)•
Carrying the analysis of managerial accounting to lower
levels of its structure Is beyond the scope of this disser
tation*

Our goal is to formulate and investigate a coordi

nated and logical foundation of enterprise financial
accounting*

Such a foundation includes its objective,

postulate (or basic standard), and principles.
Drawing upon the discussion in Chapter II of ac
counting1s relation to economics, statistics, and law, and
also upon the statement and discussion of the objective of
enterprise accounting,^0 we formulate the following objec
tive of enterprise financial accounting:
The objective of financial accounting is to
provide an external information-communication
system by gathering, compacting, interpret
ing, and disseminating economic data which
Rives a financial representation of the

through time, but for any period they must be specified or
specifiable* Once this first step is taken we nave a frame
work that lets us investigate and conduct research in terms
of carefully constructed objectives." Devine, "Research
Methodology and Accounting Theory Formation," p* 399*
^®See p* 93 of this chapter*
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relative economic rights and Interests of the
economy segments, in order to facilitate
judgment formulation or action taking by those
economy segments.
Financial accounting is understood by this writer as
having an essentially historical character and serving as a
service tool to the present and the future.

51

On this

basis, the emphasis in the objective is on the determination
and communication of the accumulated enterprise experience
in the ultimate form of the economic rights and interests of
society segments.

Society segments, rather than equity

interests (creditors and shareholders), also are emphasized
to point out the social nature of accountants1 reports.

All

the society segments have economic rights and interests in
enterprises, but not all the society segments have equity
claims (rights) in enterprises.

Moreover, this view does

not subordinate one or more society segments to another; all
are considered to have an equal right to information about
their relative economic rights and interests in the enter
prise individually and all enterprises collectively.

With

this information about their relative economic rights and
interests in the enterprise, society segments formulate
judgments or take action with respect to their rights and
interests.52
51Cf. Leonard Spacek, "Accounting Has Failed to Pre
vent Major Misrepresentations" (address before Chicago
Control, Controllers Institute of America, April 19, 1956),
p. 6.
52Cf. Catlett, "Factors that Influence Accounting
Principles," p. 44.
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The primary media for making financial representa
tions of the society segments' relative economic rights and
interests are the enterprises' financial statements.

The

financial statements are representations of the existence of
enterprise wealth and the changes in that wealth during a
particular time period.

The existence of enterprise wealth

is shown principally in the balance sheet.

The change in

enterprise wealth is portrayed principally in the income
statement.
The viewpoint of financial statements' being finan
cial representations of economic rights and interests of
society segments does not subordinate one statement to the
other, but instead views the statements as complementing
each other.

But let us briefly defer completing this inves

tigation of the objective of financially representing the
society segments* economic rights and interests, in order to
study the predominant view of income determination as finan
cial accounting's main objective.
Alternative Obj ectives of
Financial Accounting
The Objective of Income Determination
The majority of accountants probably would agree
with the following statements:
The measurement of efforts and accom
plishments of business by rendering services
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Is the ultimate goal of accounting, the actual
subject of Income accounting In particular.53
Net Income determination under the his
torical cost method lies at the heart of the
whole of accounting methodology*54
In his Structure of Accounting Theory. Littleton set
out to find the "unique concept" which pervades all account
ing.^

He felt such a concept makes accounting different

from all other methods of quantitative analysis.

This con

cept would be a central idea which expresses the character
istic objectives, effects, results, ends, and alms of
accounting.
Littleton systematically inspected popular beliefs
about such a "center of gravity."

Some hold a set of finan

cial statements to be the focus of accounting.

This he

rejected on the basis of the nature of financial statements:
mere tabulations which summarize a particular type of accu
mulated statistical data.

Littleton felt others might

consider "assets" as the unique accounting concept, since
assets are the principal means of sustaining enterprise
activity.

This notion he rejected as being only one of the

concerns of a business (others include borrowings and

^^Engelmann, "In Search of an Accounting Philoso
phy," p. 385. In fact, the author characterized the
"predominant importance of income accounting" as "one of the
few points upon which most accountants agree."
^^Campfield, "Basic Philosophy Underlying Financial
Accounting," p. 558.
In Littleton, Structure of Accounting Theory.
Chapter II, pp. 18-35, from which tEese observations are
taken.
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solvency)•
More basic than assets Is the concept of "capital,"
to which Littleton was more receptive as the center of
accounting.

Capital directs thought to property in produc

tive use, he observed.

But also this concept he rejected,

saying "income" is even a more fundamental concept.

One

must understand production and income as a necessary antece
dent to understanding capital (property used to produce
income).

Moreover, accumulated income constitutes capital,

he argued.
From these observations Littleton concluded that the
idea of income is more fundamental in accounting than the
ideas of capital, assets, or financial statements.

After

examining the various uses of a calculated net income, he
deduced that (p. 22):

"• • . t o accountancy, which is at

base a special type of calculative service, this means that
correct income determination is its central problem."

From

this conclusion Littleton abstracted that the income state
ment is the most important product of enterprise accounting.
His thesis about periodic net income determination is sum
marized in the following statement:
The central purpose of accounting is to
make possible the periodic matching of costs
(efforts) and revenues (accomplishments).
This concept is the nucleus of accounting
theory, and a benchmark that affords a fixed
oint of reference.for accounting discussions.
Emphasis added.]55

f

56Ibid.. p. 30
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Attempts to discover the unique concept pervading
all accounting are Indeed commendable and worthy of the
effort.

If It were stated, the concept could be expected to

provide an explanation of or justification for all the
things done in accounting.

This concept would become the

end to be achieved, whereas the accounting processes would
be the means to achieve that end. 5?
But the question is:

Should this unique concept

come from within the field of accounting, or should the con
cept lie outside accounting?

The answer seems to evolve

from reflections on the very nature of accounting itself.
Accounting is essentially historical in character and serves
as a service tool for the present and future.

Accounting is

not an end in itself, but exists to serve definite purposes.
Those purposes therefore lie outside of accounting and point
to a unique concept existing outside of accounting.

If the

field were not a service tool, it would be an end in itself,
and thus find its purposes within the field.
Moreover, to choose one concept (income determina
tion) over other concepts within the field runs the risk of
being an arbitrary selection.

The result is to emphasize

one feature of accounting which may or may not be allpervasive.

For example, to emphasize income determination

5?For most of the following ideas on income deter
mination as the objective, this writer is indebted to
Chambers, "Some Observations on 'Structure of Accounting
Theory,'" pp. 585-587.
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as the unique concept of all accounting certainly is ques
tionable when one considers that not all enterprises have
profit (income) as their organization objective.

Even if

the concept of income determination were limited to being
the unique concept of all business enterprises (presumably
operated for profit), the concept may not apply to the firms
which have subordinated the profit motive to the other
motives which are socially oriented.
Even if we limit ourselves to select only profitoriented business objectives, there still remains the
question of the propriety of income determination as the
all-pervading concept.

Following this idea of the dominant

nature of income determination to its logical conclusion (as
Littleton did), the balance sheet becomes a by-product of
the accounting process.

The balance sheet becomes merely a

receptacle for carrying forward amounts to be shown on
future income statements.58

Surely the balance sheet is

useful or it would not be prepared at all, not even as a
by-product.

Why waste the time in preparing it since the

accounts themselves act as the receptacle to carry forward
residual amounts?
Based upon our statements above concerning the
objective of financial accounting, and on the belief that
financial statements are representations of the society

S^Hylton, "Current Trends in Accounting Theory,"
p. 26.
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segments' economic rights and Interests, It is submitted
that the financial statements are complementary to each
other, rather than one subordinate to the other.59
An amount represented as ’’net income" in and of
itself is meaningless.

It takes on meaning only when com

pared with other amounts— income statement and balance sheet
amounts.

Upon what sales was the income earned?

equity investment was the income earned?
the income are equally pertinent.
in point.

Upon what

Both sources of

Solvency is another case

Income by itself is not a representation of sol

vency, nor are the amounts in the balance sheet alone such a
representation.

Only by considering the amounts in both

financial statements may the solvency status be indicated.
Not only is the ability to earn income important, but
equally important is the structure of resources and equities
which produces that income to keep the firm solvent.
The earning power of a firm is another example of
interpretations involving the financial statements as com
plementary sources of information•
the point.

But we need not belabor

Suffice it to say that the approach to under

standing financial condition requires consideration of both
the income statement and balance sheet (at least, such is

5®Cf. "what's Wrong with Financial Reporting?"
A Symposium by J. A. Livingston, Eugene Miller, Kenneth
Stiles, and Arthur M. Cannon, The Journal of Accountancy.
CXII (August, 1961), 28-33; and Jim G. AshEurne, "A Forward
Looking Statement of Financial Position," The Accounting
Review. XXXVII (July, 1962), 475-478.
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our contention)•
From these observations, we conclude that Income
determination cannot be the unique concept (i.e., the objec
tive) pervading all accounting.

We cannot find such a

concept within a field which is not self-sustaining and
self-justifying•
The Objective of Portraying Economic
Rights and Interests
The discipline of accounting is not an end in it
self.

Thus it seems imperative to study related disciplines

and attitudes in seeking the "unique concept" which pervades
all accounting.

In other words, the purposes of accounting

are to be found outside of accounting.

The purposes are to

be found in the related disciplines of economics, statis
tics, and law (as discussed in Chapter II).

Social and

moral attitudes are also important and directly bear upon
formulating and implementing the unique concept of account
ing (in part, this is the subject matter of the following
chapter)•
For such a basic concept that pervades all account
ing we must ask and seek an answer to why accounting is
carried on.

The answer can only be to provide information

to people outside the accounting system.
people need information?

They need information in order to

formulate judgments and take action.
do they do this?

Further, why do

Upon what information

The information needed to formulate judg

ments and take action is a financial representation of their
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relative economic rights and Interests.

These answers pro

vide the link between accounting and the related disciplines
of law, economics, and statistics, as well as with the moral
and social attitudes of the society segments.60
If the basic concept Is the provision and presenta
tion6^- of certain Information for certain purposes, this
Idea should be Incorporated Into the definitions and the
objectives of accounting.

This has been done in our formu

lations above,62 which serve as the major contentions of
this dissertation.
Financial statements and supplementary reports are
therefore the primary media by which the relative economic
rights and interests of the economy segments are presented.
Accounting reports specifically, and accounting practices in
general, should be based upon an objective which embraces
the concept of accountability to all segments of society.
Thus the objective should be to present enterprise informa
tion which is a financial representation of the relative
economic rights and interests of shareholders, management,
labor, creditors, customers, government, and general public.
The basic standard by which to achieve the objective, fair
ness to all parties (society segments), is discussed in the

60See Chambers, "Some Observations on 'Structure of
Accounting Theory,'" pp. 585-586.
6% e may consider "provision" and "presentation" to
be synonymous, and use the latter term hereafter.
62See pp. 88, 93, 97-98, and 101-102.
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following chapter*

Accounting does not seek to determine

these rights and Interests, but rather to ascertain them as
they already exist*

The Interdependent rights and Interests

In enterprises are determined by laws and social and moral
attitudes of the time**>3
In reporting on the financial affairs of enterprises,
accountants do not pass judgment on the acquisitions of
rights b£ enterprises, nor of the corresponding rights and
interests of society segments In enterprises (assuming the
legality of the acquisitions).

Rather, the accountants'

responsibility is to report on the financial aspects of such
rights and interests.

(As an oversimplification, we might

characterize the balance sheet as a representation of rights
and interests; assets represent the enterprise rights, while
the equities represent the corresponding rights of certain
outside parties.)

The financial aspects of rights and

interests include their physical and legal existence, of
which both must be ascertainable and not merely assumed
The purpose of the financial statements, the audi
tor's standard short-form report tells us, is to give a fair
presentation (or, to "present fairly") the financial posi
tion and results of operations of the enterprise*

Financial

^Arthur Andersen & Co., The Postulate of Account
ing— What It Is, How It Is Determined. How It sEould Be Used
(Chicago: T r t H u r Andersen & Co., i960), pp. 5'=1S~. Hereafter
cited as The Postulate of Accounting.
6*Cf. ibid.. pp. 11-12.
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reports must present fairly enterprise Information to all
segments of society*

To be acceptable to those segments,

the enterprise reports must be a fair presentation of the
segments1 relative economic rights and Interests In the
enterprise*

With such a presentation, those segments are

able to formulate judgments or take actions with respect to
their special Interests*

The various uses of financial

reports by different society segments will reflect selfinterests, since each segment will act according to Its own
welfare*

Therefore, accounting reports must not be prepared

to reflect or favor one society segment over another; to do
so would be unfair to other segments*

s

Let us now examine more closely the basic standard
for achieving a presentation of the relative economic rights
and Interests of the segments of society:
parties•

65Ibid*, pp. 25-29

fairness to all

CHAPTER V
THE ACCOUNTING POSTULATE:

FAIRNESS

TO ALL PARTIES1
The Nature of the Postulate
The Relation Between the Financial Accounting
Ob1ective and Postulate
In the previous chapter we characterized the objecO

tive of financial accounting^ as the starting point from
which to formulate a theory framework.

The framework is

conceived as a logical structure, built upon a hierarchy of
levels of abstractions.

At the top of this hierarchy is the

objective, the one generalization that comprehends all
abstractions (propositions) below it.

The propositions

1For the basis of the majority of the ideas pre
sented in this chapter (especially the concept of "fair
ness”) , this writer is primarily indebted to the publication
by Arthur Andersen & Co., The Postulate of Accounting, and
also to the writings and speeches by Leonard Spacek,George
R. Catlett, and Russell Morrison, all partners of Arthur
Andersen & Co.
2"The objective of enterprise financial accounting
is to provide an external information-communication system
by gathering, compacting, interpreting, and disseminating
economic data which gives a financial representation of the
relative economIc~rightsand interests of the economy seg
ments. In order to facilitate judgment formulation and
action taking by those economy segments."
113
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subordinate to the objective Include the postulate, princi
ples, rules, and procedures*
The postulate Is the basic standard by which all
propositions subordinate to It are judged.

If some of these

propositions are adjudged not to meet the test of the basic
standard, then they will not be accorded a place In the
financial accounting structure.

Every level of the struc

ture must In some way help attain the objective, and the
basic guideline to attaining the objective is the postulate.
The postulate is that concept used to give cohesion to the
whole structure--it establishes the "why” for each concept
and action in the structure.
Together the objective and postulate serve as a
frame of reference in the formulation of principles and
rules.

Accounting principles are those generalizations and

concepts which act as "broad guides to action•"

A rule is a

directive detailing the manner in which the principle should
be applied to a specific situation.

A procedure is a group

of step-by-step instructions by which the directive (rule)
is accomplished.
In Chapters VI and VII we use the objective and
postulate as a frame of reference by which to test certain
accounting principles for the propriety of their being
included in our foundation of financial accounting.
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More on the Nature of the Postulate
Webster's New International Dictionary (Second Edi
tion, Unabridged) defines the term "postulate" in a number
of ways.

Paraphrased, these definitions are:
(1) A proposition which is taken for granted
or put forth as self-evident; an assump
tion providing the first premise; an
underlying hypothesis;
(2) A condition; an essential prerequisite;
(3) A proposition which is indemonstrable;
(4) A demand that something be granted without
proof.
In its "Report to Council," the AICPA Special Com

mittee on Research Program said concerning postulates:
Postulates are few in number and are the
basic assumptions on which principles rest.
They necessarily are derived from the economic
and political environment and from theHmodes
of thought ancf'customs"of all segments of the
Business community. The profession, however,
should make clear its understanding and inter
pretation of what they [the postulates] are,
to provide a meaningful foundation for the
formulation of principles and the development
of rules or other guides for the application
of principles in specific situations. [Empha
sis added.]3
The Committee does not state specifically which of
the definitions above it is using in its report.

It does

imply the first definition, however, by saying that "postu
lates . • • are the basic assumptions. . . . "

On the other

hand, by saying that they are derived from the environment

^American Institute of Certified Public Accountants,
"Report to Council," p. 63.
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and modes of thought and customs seems to point away from
any definition implying that the postulates are self-evident,
or taken for granted, or are indemonstrable.
• . t o provide a meaningful foundation . •

But yet,
indicates

"an underlying hypothesis," thus pointing back to the first
definition.
The more feasible interpretation to this writer
seems to hinge on the emphasized portion of the quotation.
As the basis for principles and rules, postulates which were
derived from the economic and political environment and from
the modes of thought and customs of all segments of the
business community of necessity would seem to rely on a
demonstration or observation of those modes and that environ
ment.

Thus, the postulates derived from a study of the

environment and modes would not be self-evident postulates,
but rather demonstrable and provable.
If postulates were conceived as assertions, per se
(declarations indifferent to evidence), we might speculate
that such a basis would not be fitting as a part of a prac
tical art.

That is, such a basis is perhaps lacking contact

with the realities of everyday accounting practice.

If that

were the case, then those postulates so conceived would not
be a valid basis upon which to build a theory framework and
solve practical problems.

If such assertions (propositions,

hypotheses, assumptions) were in fact adopted as the basis,
the result may well be that the public relying upon the
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accounting data would become skeptical of the validity of
the data and turn to other means of appraisal.

To be

acceptable to the public and valid as a basis for accounting
theory and practice, the postulate(s) must be drawn from the
reality of the environment and modes of thought and custom
of all the society segments.

These modes and environment

cannot be taken for granted as a basis for accounting prin
ciples •
In Chapter II we studied the environment of account
ing:

its relation to the disciplines of economics, statis

tics, and law; the characteristics of organizations and our
economy; and the evolution of the environment of business
enterprises.

These environmental aspects were demonstrated

as a basis for the formulation of accounting principles and
rules, and also as a basis for the existence of the account
ing profession.

Important also are the customs and modes of

thought of the society segments.

These customs and modes

are implied in the same study of the environment (especially
in the section on accounting and law), and will be expanded
upon in this chapter as a part of the basis for our finan
cial accounting framework.
In essence, the environment and modes of thought and
custom form "a condition or necessary prerequisite" for the
existence of the profession and as a basis for the account
ing objective, principles, and rules.

The expression of

these conditions and necessary prerequisites are found in
our postulate, the basic standard by which to judge
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accounting principles, rules, and procedures.

Thus, the

only definition (of the four above) which seems applicable
to our interpretation of the Committee's statement about
postulates is the second one:
prerequisite."

"a condition; an essential

Likewise, this definition applies to the

term "postulate" as it is conceived and used in this disser
tation.

In this study, therefore, the postulates we seek

are those which are conditions or prerequisites which will
serve as the basis for formulating a framework of financial
accounting.

Necessarily these prerequisites must be derived

from the political and economic environment and the customs
and modes of thought of all segments of our society.^
If our postulates are essential conditions to formu
lating a financial accounting framework, what are these
conditions?

Our investigation of this question follows, and

is in the form of two alternatives from which we select that
postulate which we feel is most pertinent.

^Arthur Andersen & Co., The Postulate of Accounting,
pp. 1-2. 12-17, 24-25. See also McNiell, "Accounting
Trends," pp. 28-30; "The Basic Postulates of Accounting"
(editorial), The Journal of Accountancy. CXII (September.
1961), 35-36; "Comments"Tby Leonard Spacek," in Moonitz, "The
Basic Postulates of Accounting," pp. 56-57; and R. K. Mautz
and Hussein A. Sharaf, The Philosophy of Auditing (Madison,
Wisconsin: American Accounting Association, 196l), pp. 3752. In the latter book the authors have an interesting
discussion on postulates, which they characterize as
"assumptions tnat do not lend themselves to direct verifi
cation" (p. 37).
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Possible Alternative Postulates
Again, our starting point Is the objective of finan
cial accounting as formulated In the previous chapter (or In
footnote number two of this chapter). The relevant question
Is:

What should be the basic standard for achieving the

objective?
The Postulate of Usefulness
In Chapter III we introduced this study of postu
lates by discussing the profession's adherence to "general
acceptance" as the criterion for following certain accounting
principles and rules.

As an alternative to "general accept

ance," we proposed "soundness" of the principle or rule to
be the criterion.

That discussion of these two alternatives

was deferred to this chapter by observing that there are
more fundamental ideas underlying the two criteria.

We sub

mit that the basis for "general acceptance" is "usefulness
in the situation," and that the basis for "soundness" is
"fairness to all parties."

This section discusses the con

cept of "usefulness in the situation" as the basic standard
for accepting a

principle or rule as part of the accounting

structure.

next section and the remainder of this chap

The

ter deal with "fairness to all parties" as the basic
standard.
No one can truthfully deny that accounting is a ser
vice tool, that

it is useful in some way to somebody. If it

is not, it has no reason for

existence.

Although its
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neatly ruled columns and the Inevitably balancing figures
give a semblance of accuracy and absolute truth in figures,
its aesthetic qualities alone are not sufficient to warrant
the existence of accounting.
As we noted above in Chapter III, the currently
popular approach to accounting theory and practice is a
pragmatic one.

This approach asserts that the test of an

accounting principle or rule rests in its practical results.
From the viewpoint of management and of the accountant
preparing the reports, a description of the pragmatic ap
proach may be summed up in these words:
the accounting found useful by business.

good accounting is
If enough busi

nesses and accountants find the particular principle or rule
acceptable and useful, it becomes a "generally accepted
accounting principle."^
The shortcoming of this pragmatic approach is that
no control exists over what may be considered useful.

The

concept of usefulness will follow the desires and purposes
of the one controlling the preparation of the report.

There

are no objective criteria by which to measure the principle
or rule; there is only the subjective desire to produce a
particular result.

As such, accounting becomes a tool by

which data may be manipulated to produce results as the
manipulators see fit.

The concept of utility (or usefulness)

^Hylton, "Current Trends in Accounting Theory,"
pp. 24-25.
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must be defined In terms of the usefulness desired, In order
to be meaningful.

As shown above even erroneous results are

useful to the manipulator.^
Another Interpretation of the concept of usefulness
Is from the viewpoint of the reader of the data.

This

approach may be worded In this manner, similar to the de
scription above:

good accounting Is the accounting found

useful by the persons and groups receiving the reports.
broad classes of reports are envisioned here:

Two

special-

purpose statements and general-purpose statements.

Those

groups receiving special-purpose statements would have the
statements patterned to meet the users' specific needs.

For

example, financial statements and reports submitted by regu
lated utilities to certain agencies are limited-purpose
reports for the purpose (among others) of rate-determination.

Or, another more common example is the detailed

financial statements and operating reports which only man
agement receives; these are also special-purpose reports.
General-purpose statements, on the other hand,

^Leonard Spacek, "Need for an Accounting Court," The
Accounting Review. XXXIII (July, 1958), 369; Hylton, "Current Trends in Accounting Theory," pp. 24-26; Devine,
"Research Methodology and Accounting Theory Formation,"
pp. 397-398. See also William H. Whitney, "Conments on 'The
Basic Postulates of Accounting'" (unpublished), pp. 5, 13;
George 0. May, "Truth and Usefulness in Accounting," The
Journal of Accountancy. LXXXIX (May, 1950), 387; Edward B.
Wilcox, TT$ur Mutual Objectives," The Accounting Review.
XXIII (January, 1948), 4-5; Edward B. Wilcox and k. H.
Hassler, "Foundation for Accounting Principles," The Journal
of Accountancy. IXXII (October, 1941), 308-314; and Jordan,
""Accounting Standards,' pp. 31-40.
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normally refer to the enterprise's financial statements pre
pared for "general consumption"; that is, these statements
are designed to give condensed data about the firm which
interested persons may use to fit their own needs as best
they can.

Accountants realize the impossibility of prepar

ing general-purpose statements which would meet all the
needs of all the statement readers.

Thus, the tendency is

to attempt to rank the users and their needs in the order of
importance, and direct the general-purpose statements prima
rily to those most important user-groups and only seconda
rily to other groups.

The ranking is necessarily a value

judgment, based upon the circumstances and such interdepend
ent criteria as the collective influence of the group, the
group largest in numbers, or the group wielding the most
control, to name only a few.

For example, today's published

corporate financial statements are highly condensed and are
primarily directed to the stockholder group.

These reports

present data thought to be most useful to them, including,
in addition to the statements, data such as the number of
stockholders, earnings per share, return on investment per
centages and other investment-oriented ratios, and dividends
per share.
Therefore, following the concept of general useful
ness as a guide, and concentrating upon what was felt to be
the most important user-group, much of the existing account
ing structure has been defined in terms of the vested inter
ests of the stockholders, to the exclusion of other equally
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important groups.

Besides the stockholder segment, a second

group having great influence upon the formulation of ac
counting theory and practice (especially the latter) is the
Internal Revenue Service.

Income tax regulations have given

great impetus to incorporating certain tax-sanctioned
methods into the accounting structure as "generally accepted
accounting principles" (LIFO inventory valuation and declin
ing balance depreciation, to name the most common).
The point is, when the concept of usefulness is car
ried through all phases of theory and practice of financial
accounting, an arbitrary ranking of vested interests results.
When this happens, other interests and their needs are
either ignored or overlooked or compromised in reporting on
the enterprise activities.

The enterprise financial state

ments thus become directed to the most important group
(supposedly), those statements having been derived through
the application of principles and rules also defined in
terms of the primary group's interests.
Our conclusion should be evident at this point.
Considering the results (as pointed out above) from using an
all-pervading concept of usefulness in the situation, and
also considering this study's contention of the social
importance of accounting statements and reports (as pointed
out in Chapter II), we must reject the concept of usefulness
as the basic standard by which accounting concepts and prac
tices are judged.
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The Postulate of Justice,
Truth, and Fairness
Scott, writing in 1941, proposed as the basis for
accounting principles the concepts of justice, truth, and
f a i r n e s s S c o t t observed that our system of government by
law includes general principles which evolved throughout the
history of human society.

Such conceptions serve as stand

ards in judging human conduct.

The concepts, he said,

include justice, fairness, truth, kindness, friendliness,
beauty,** and are so general in character that they defy
exact definition.

These general conceptions persist through

the ages, but men's beliefs about them change.
Various areas of action are concerned with one or
more of these concepts.

Thus the fine arts are concerned

with beauty, but what is considered beautiful is the product
of the time, place, and people.

Likewise theology is con

cerned with God, virtue, and vice (among others), but man
kind's ideas of these concepts also change over time.
Law and government are concerned with administering
the community interests and welfare, assessing various
responsibilities, and settling conflicting interests.
concept of justice dominates in law and government.

The
Another

7p R Scott, "Basis for Accounting Principles," The
Accounting Review. XVI (December, 1941), 341-349.
**A much longer list (over 100) may be found in
Brother LaSalle Woelfel, C.S.C., Business and the Christian
Virtues (Austin, Texas: St. Edward's University Press,
1961),p. 5, who quotes The Great Ideas: A Svnopticon of
the Western World.
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related concept which pervades men's thinking and actions is
the concept of truth.
people and the time:

But it, too, is a product of the
witness the meanings currently given

to it by the East and West.

The extent to which justice and

truth prevail in human affairs is determined by the decisions
and understandings and actions of men in the process of liv
ing.

These concepts, then, express and interpret the actual

experiences from which they are drawn, and are in fact a
part of those experiences.
Scott stated that accounting is most directly con
cerned with the principle of justice because of the rela
tions with which it deals.

Accounting principles and rules

reach back to the principles (or concepts) underlying social
organization as a basis for determination.

Thus, applying

the concept of justice to the accounting field, he concluded
that accounting theory and practice must afford equitable
treatment of all interests actually and potentially involved
in the enterprise's activities.
The social concept of truth Scott also applied to
accounting.

Thus he stated that the accounting records and

statements should present a true and accurate statement of
the information which they purport to present, and not be
made a means of misrepresentation.

In spite of the broader

application of the concept of truth in culture, Scott
subordinated it to justice.

The reason was that any misrep

resentations and untruths would violate the concept of
justice.

Scott recognized that in applying the concept of
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truth to accounting, truth was in fact relative, and abso
lute truth could not be obtained.
Separately, but actually as a corollary to justice,
Scott applied to accounting the third concept, fairness.
Here he observed that accounting theory and practice should
be fair, unbiased, and impartial, and serve no special
interests
Our purpose in studying Scott's proposals in some
detail is that we also believe that accounting is founded
upon and relies upon such social concepts.

Let us further

examine these concepts which Scott mentioned.
Taking first the concept of truth, we cannot hope to
give a definition (for this the philosophers have been
attempting for centuries) other than to say that which is
true conforms to fact or reality.

The connotation is that

of an ideal quality existing in a statement or act.

Apply

ing this to accounting, the implication is that recording
and arithmetic accuracy must be rigorously observed.

From

this accuracy would result flawless accounting statements.
The primary fact which invalidates such accuracy is that
many of the amounts recorded are estimates.

Absolute truth

(or accuracy) could never be obtained in accounting reports
and statements.

Only relative truth may be approached by

using presentations which are unbiased and not misleading.
We must agree with Scott, therefore, and subordinate the

^Scott, "Basis for Accounting Principles,"
pp. 342-343.
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concept of truth to other considerations
The social concepts of justice and fairness we may
treat together*
justice*

Scott considered fairness as a corollary to

In his comment on applying justice to accounting,

Scott used the term "equitable treatment" obviously as a
synonym to "just treatment."

In applying to accounting the

concept of fairness, Scott used the terms "fair," "unbiased,"
and "impartial*"
Our dictionary gives as synonymous the following
words:

fair, just, equitable, Impartial, unbiased, objec

tive*

All mean free from favor to any side, but each has a

slightly different connotation.

Fair implies an elimination

of one's own feelings and prejudices, and is the most
general of the synonyms; just implies an exact following of
a standard of what is right and proper, without regard to
other considerations.

Equitable is less rigid than just and

implies fair and equal treatment of all concerned, whereas
impartial implies absence of favor for or bias against
either person or side.

Unbiased is stronger than impartial

and implies the absence of all prejudice and a disposition
to be fair to all*

Similarly, objective implies a tendency

to view events and persons impartially and as apart from
oneself*

^Ascher, Survey of Accounting* pp. 351-352; A. C.
Littleton, "Uses of Theory." the Journal of Accountancy.
UCVII (April, 1939), 228-232; Wilcox and Hassler, "Foundation for Accounting Principles," p* 310; C* Richard Cox,
"Principles and Procedures" (Letters), The Journal of
Accountancy. CXII (August, 1961), 21*
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As applied to accounting, we are Inclined to choose
'’fair*' over "just."
choice*

There are three main reasons for this

First, "just" implies a too-rigid adherence to

"what is right and proper*"

More often than not "what is

right and proper" is not so clearly defined; there can be no
"exact following" of any standard which is not exactly
defined.

Second, "just" rules out all considerations other

than "what is right and proper."

In accounting at least,

judgments involve a standard as well as other considerations
which must be weighed.

Third, the implication of "equita

ble" (as a close synonym of "just") is an equal treatment.
It seems that in a specific situation one could be fair to
all parties without giving each equal treatment (per se)•
Likewise, we tend to choose "fair" over the other
synonyms mentioned.

"Fairness" includes the connotations of

impartiality and objectivity, but more than that it Implies
ethical considerations.

That is, "fairness" implies con

sideration of the social attitudes of people, which we
believe should be the controlling force.
Accounting must look to the accepted social stand
ards and attitudes and concepts of the time and place.
These are expressed in the forms of laws, customs, business
conduct, administrative decisions, religious beliefs, and
the like.

These are used as a basis for personal decisions,

and must also be the basis for accounting decisions.

Such

attitudes and customs that currently guide society should be
the basis upon which to gauge the merits of demands for
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Information,

The social attitudes and customs are thus

translated Into the standard by which accounting proposi
tions are measured.

Moreover, as the social concepts change

over time, the accepted body of accounting theory and prac
tice should also change.

Leaders of the profession must be

able to understand social institutions and be able to
recognize and Interpret social trends and changes.

More

importantly, the profession itself must recognize the neces
sity of change, be receptive to the change, and have an
effective means of implementing the change.

Therefore, with

such social concepts and attitudes as the basis, accounting
reports would reflect its social responsibilities and
express the society's needs in the accounting area.

Ac

counting is directly related to a dynamic society; it is
imperative that accounting take its rightful place in that
society,H
From these observations on the relation between
accounting and the current social concepts and attitudes we
conclude that accounting is essentially social in nature and
has significant responsibilities to society.

Furthermore,

relating these ideas to the objective of financial account
ing causes us to stress the communication of economic
interests of the economy segments.

Finally, from contrasting

^Devine, "Research Methodology and Accounting
Theory Formation," pp. 398-399, See also Roy B, Kester,
"Sources of Accounting Principles," The Journal of Account
ancy. LXXIV (December, 1942), 532-533; Scott, "Accounting
Principles and Cost Accounting," p, 76.
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the connotations of justice, truth, and fairness, we choose
the current social concept of fairness to be the basic
standard by which to measure the propriety of accounting
principles and rules which purport to be the means of
attaining the objective.

Fairness to all parties, there

fore, is formulated to be the postulate of accounting, that
"condition, or necessary prerequisite" which accounting
propositions must reflect before being included into the
accounting structure.
Fairness to All Parties as
the Basic Standard
As we point out above, the concept of fairness is a
social concept, and finds its expression in the forms of
laws, customs, business conduct, administrative decisions,
religious beliefs, and the like, of the time and place.

Our

world is one of mutual interdependence and accountability.
Economic rights and interests of the society groups are
mutually interdependent, and arise out of the social and
legal environment and the customs, conduct, decisions, and
beliefs of society.
scheme of things?

What is the place of accounting in the
Accounting is concerned with the account

ability of the various entities in society to the holders of
the economic rights and interests in those entities, as well
as the economic rights and interests of the entities them
selves.

This accountability, therefore, rests upon the

customs and attitudes within the social and legal
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environment•
The next question Is, then, If the profession adopts
fairness to all parties as Its basic standard, are the Indi
vidual accountants to determine the ethical content, or
should they adopt Its content as understood by contemporary
s o c i e t y T h e answer should be apparent from the discus
sion above.

The accountant should adopt the current social

concept of fairness, rather than forming (Independent of
other factors) his own subjective opinion about the ethical
content.

Thus, the concept of fairness to all parties

becomes an objective standard, being based upon the collec
tive opinion of society.

Accounting thus merely adopts this

collective opinion as its basic guide toward achieving its
objective.
To say that the fairness standard should be based
upon the collective opinion of society, and that this basis
constitutes an objective standard, appears to be a contra
diction of concepts.
than real.

But the contradiction is more apparent

It cannot be denied that an opinion is a subjec

tive value judgment; moreover, in the final analysis all
concepts and understandings are subjective.

But if we are

able to view those ideas or opinions apart from ourself—
that is, to see opinions of other people as coinciding with
ours but in fact separate from our own— then others'

12

Cf. Flanders, "Accountancy, Systematized Learning,
and Economics," p. 566, footnote No. 5.
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opinions become Impersonal and detached from us, and become
objective, therefore.

The problem resolves Itself Into

determining what constitutes the "collective opinion" o f .
society about a particular concept— fairness, in this case.
We feel that the collective opinion of what consti
tutes the social concept of fairness is not expressed in any
one place, to be sure.
a number of places:

Rather, the concept is expressed in

laws, customs, business conduct, admin

istrative decisions, attitudes, and religious beliefs, to
name the more obvious.

If fairness to all parties were

established as the criterion for acceptance of accounting
propositions, then the problem is to find some means of
interpreting and setting out what constitutes the collective
opinion about the concept of fairness.

Obviously, this is

no small task; however, we feel it is not impossible.

Has

not the discipline of law and government done the same thing
for its underlying concept of justice?

The problem seems

similar, and it is submitted that a court system similar to
that found in law and government (i.e., similar in concept
and mechanics, though not necessarily as extensive), but
existing under the auspices of the profession of account
ancy, would provide the means of interpreting and establish
ing the content of the fairness standard.
Surely the existence of a competent and impartial
court system (or, as a minimum, some authoritative body)
would enhance the effectiveness of the fairness standard.
To leave to the individual accountant the responsibility of
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judging the collective opinion about such a broad concept as
fairness, would, most likely, result In an undesirable situ
ation similar to that existing today In which the accountant
must Individually judge "general acceptance."

Such a situa

tion would perhaps defeat the purpose of the fairness
standard, since, individually, the accountant could inten
tionally construe his interpretation to serve his own
purposes (but in this case there is no reliance upon the
collective opinion, only subjective rationalization)•
Leonard Spacek has advocated such an accounting
court, based upon the case system similar to courts at law
(see footnote 6 above).

In this court could be argued and

settled cases concerning the content of the standard of
fairness to all parties, as well as the application of that
standard to each accounting proposition.

Conceivably, each

principle and rule would have to be demonstrated to be fair
to each economy segment before it would be acceptable to the
profession.

To do so would force a statement of the bases

of each principle, which, in turn, could be defended and
challenged.

As the concepts held by the economy and society

change, the effects upon accounting principles would be felt
through the actions of the court, using additional evidence
and arguments as its basis for decisions about amending the
principles.

Such a court system would have the further

advantage of being a means of informing the public about the
reasons for or against adopting certain accounting princi
ples and rules.
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Through its examination of accounting propositions,
an inevitable by-product of the deliberations of an account
ing court would be a clearer statement of what constitutes
the economic rights and interests of the various sections of
the economy.
Accounting Reports on Relative
Economic Rights and Interests
The society's economic rights and interests,^3 as
established by laws and social customs, must be accounted
for.

Through the media of financial statements and supple

mentary reports and primarily in terms of the monetary unit,
accounting gives a financial representation of those rela
tive interests in the enterprise.

Each group is entitled to

a fair statement of its relative position concerning its
economic interests; therefore, no one group is to be favored
at the expense of the others.
Reflecting this view of accounting, Campfield
stated:
The public [and private] accountant's
role and his opportunity in the national

-L3()ur distinction between rights and interests is
this: all rights are interests, but not all interests are
rights. An interest is a moral claim to some personal good;
it is a legitimate and inviolable moral power of having or
demanding some thing. A right is an interest protected by,
or given effect in, the law. Economic rights and interests
are singled out because the rights and interests have to do
with the existence and changes in the wealth of entities.
See LaSalle Woelfel, Business and the Christian Virtues,
pp. 56-58; and Roscoe Pound. Social Control through Law
(New Haven: Yale University Press, 1942),pp. 63-102,
especially p. 86.
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economy would then appear to be that of serv
ing as a guide by the proper display, analysis,
and Interpretation of economic fact-figures.
o . • The total picture, therefore, may be
viewed as a balancing of responsibilities to
and the equal protection of all groups.14
The broadened social responsibilities of enterprises
have Imposed upon accounting the weighty obligation to re
port their economic Interests In enterprises to all the
society segments.

Accounting has the responsibility to

report fairly to those who share In enterprise profits as
well as to those who actually and potentially share In
enterprise revenues.

Moreover, people are concerned with a

fair presentation of their Individual contributions as an
Indication of their Individual rights and I n t e r e s t s S u c h
considerations are elaborated upon In a later section of
this chapter and also in Chapter VII.
Fairness to All Parties—
Favor No Single Interest
Accountants report upon and communicate the economic
facts of enterprises.

If we may think of one enterprise as

a pool of rights and interests, at any one time there is a
certain structure of rights and interests claimed by the

l^William L. Campfleld, "Need for a Reexamination of
the Conventional Accounting Method," California Certified
Public Accountant. XIX (May, 1952), 2IH
■ ^ R o l a n d w. Funk, "Recent Developments in Accounting
Theory and Practice," The Accounting Review. XXV (July,
1950), 298-299; William L. Raby, "Two Faces of Accounting,"
The Accounting Review. XXXIV (July, 1959), 459-461.
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various sectors of the economy.

Over time this structure is

constantly changing as the result of judgments formulated
and decisions made and action taken with respect to each
segment's relative position in the pool.

Each individual

will act in his own interest (welfare) because he is con
stantly trying to better his position.
For accounting reports and statements to misstate
the size of the pool would be misleading and unfair to all
parties.

Likewise, to misstate the size of any one segment

will necessarily distort the other segments' shares; i.e.,
an unfair reporting to one (either favorable or unfavorable)
will cause an unfair reporting to the other.
One point needs clarifying here.

We are speaking of

fairness to all groups within the national community--stockholders, management, labor, creditors, customers, govern
ment, and general public.
reporting.

We are speaking of external

Why then include management?

We include manage

ment here from the viewpoint of its economic rights and
interests in the enterprise.

Management stakes its con

tinued reign on the results of operations and enterprise
status as shown in the financial statements.

Stockholders

appraise management's ability and performance to determine
if management should have a continuing interest in the
enterprise.

Thus, the accounting statements and reports

which management uses to evaluate its economic rights and
interests are different from the internal statements and
reports which it uses to formulate judgments and take
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actions in the planning, operating, and controlling of the
enterprise.

The latter statements and reports are more

detailed and contain a wider variety of information than
those general-purpose statements presented to the society
segments.

Therefore, when we speak of the society segments,

we are including management as one of those groups which
have economic rights and interests in the enterprise.
Furthermore, when we speak of society segments we
are talking about groups which can be clearly distinguished—
for instance, management, labor, customers.

The groups can

be distinguished, but people are likely to belong to several
at any one time.

If a person, for example, belongs to the

stockholder, labor, customer, and general public^ groups
simultaneously, he will view the financial representation of
his economic rights and interests in the enterprise from
each of the relative positions.

From this evaluation he

will form judgments or take actions to alter one or more of
his relative positions.
Each separate segment has conferred on it by laws
and social customs definite interests and rights.
protected by society and its institutions.

These are

The relative

rights and interests must be clearly defined for each sector
and the fairness of the accounting for those interests

■^The '‘general public" includes all individuals,
from the viewpoint of their being a part of our national
economic and social structure; their interest is an
aggregative one, rather than personal.
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clearly demonstrated.

Only In this way will the results of

the accounting process be fully acceptable to society.
Therefore, the enterprise financial position and results of
operations cannot be misstated or slanted to favor certain
interests, for to do so would be unfair to all the seg
ments. *-7 »»No single view can prevail.

A balancing of

forces is necessary."I®
The Attest Function of
Public Accountants
Laws and social customs confer economic rights and
interests in enterprises upon various economy segments.
Enterprise managements and accountants are generally thought
to have the primary responsibility of furnishing enterprise
data to outside parties.

Since managements are in the posi

tion to bias the data in favor of their own self-interests
and to the detriment of other society segments, the outside
parties had to have a method of confirming or attesting to
the reliability of the reports on their interests.
Through laws and customs, the public has established
the public accountant to provide this independent review and

•^See Arthur Andersen & Co., The Postulate of
Accounting, pp. 29-32; Leonard Spacek, ‘'Accounting Principles Are Practical, Not Theoretical," The Arthur Andersen
Chronicle. XXII (December, 1961), 13-18;and Russell
Morrison, ,,What,8 All This About Accounting Principles?"
(address before North Penn chapter, National Association of
Accountants, April 4, 1961), pp. 2-3.
18
Littleton, Structure of Accounting Theory, p. 33,
as quoted in Arthur Andersen & “So.. the Postulate of
Accounting, p. 30.
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confirmation.

Thus, independent auditors (accountants)

express their opinions on the reliability and fairness of
the enterprise data to those outside parties having eco
nomic rights and interests in the enterprise.
The public accountant is equally responsible to all
segments of the economy by virtue of his independent status.
As an independent reviewer, the public accountant must be
able to demonstrate why managements financial statements of
the enterprise positions and operations do or do not give a
fair representation of the economic rights and interests
held by the various groups of individuals.

Expressing the

position of the public accountant, Carey stated:
. . . He is the guardian of fairness in
financial reporting. He is not to be re
garded as a part of business management, or
a representative of labor, or an agent of
the government, or an arm of the investing
public, or an employee of credit grantors,
or an investigator for taxpayers. He is an
independent, Impartial, qualified expert,
whose findings may be accepted with confi
dence by any and all parties at interest.
He stands for fairness and full disclosure
in accounting, let the chips fall where they
may.19
Therefore, the independent public accountant ex
presses his opinion on the fairness and reliability of
published financial data.

Each economy segment holds its

own self-interest to be predominant, so the enterprise
accounting must conform to the standard of fairness to all
parties; in this way, no segments are overlooked or

Carey, "Responsibilities of Certified Public
Accountants," pp. 12-13.
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on

neglected or favored.

Fairness and the Standard
Short Form Audit Report
The opinion paragraph of the standard short-form
audit report reads that the financial statements "present
fairly" the financial position and operating results of the
enterprise in conformity with generally accepted accounting
principles applied on a basis consistent with that of the
preceding year.
Let us look more closely at the concept of fairness
which is currently advocated in practice and expressed in
the opinion paragraph.

In commenting upon the implications

of "present fairly" in the auditor*s report, Blough^l said

^Arthur Andersen & Co., The Postulate of Accounting. pp. 4-5. See also Herman W. Bevis, "The CP£*s Attest
Function in M o d e m Society," The Journal of Accountancy.
CXIII (February, 1962), 28-35; LaFrance, ""Communication with
the Client and the Public," p. 41; Andrew Barr, "Accountants
and the Securities and Exchange Commission," The Journal of
Accountancy. CXIII (April, 1962), 31-37; John t. Carey, ’’The
Place of the CPA in Contemporary Society," The Journal of
Accountancy. CVI (September, 1958). 27-32; Bevis, "Account
ing Function in Economic Progress," p. 31; L. Vann Seawell,
"Corporate Annual Rdports: Financial Fantasy," Business
Horizons. II (Fall, 1959), 92-93; and Leonard Spacek,
"Professional Accountants and Their Public Responsibility11
(address before Milwaukee Control, Controllers Institute of
&nerica, February 12, 1957), pp. 3-7.
^Carman G. Blough, editor, "Implications of
*Present Fairly* in the Auditor* s Report" (Accounting and
Reporting Problems), The Journal of Accountancy. CV (March,
1958), 76-77. For a similar interpretation, see Stempf,
"Accounting Standards," p. 62. In 40 Questions and Answers
about Audit Reports, the AICPA implied what it meant by
^present fairly^ (p. 11): "The value of many items in
financial statements cannot be measured exactly . . . no one
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that fairness is considered only within the framework of
generally accepted accounting principles.

Other sets of

standards could be used, he said, such as regulatory agency
rules or the American Accounting Association pronouncements
(or, presumably, the social concept of fairness)•

However,

he maintained that a subj ective decision as to what consti
tuted a fair presentation would not be acceptable, because
of the absence of a standard to follow.

Furthermore, he

said no one could challenge the auditor's fairness or integ
rity (only his judgment) if such a subjective criterion were
the final test of a fair presentation.

From such notions he

concluded that only if judgments are reached within the
framework of generally accepted accounting principles (which
he explained as "the recognized and widely accepted conven
tions and procedures") can there be any test of reasonable
ness or honesty of a particular presentation.
That there exists no authoritative statement of
generally accepted accounting principles seems not to dis
turb Blough.

Likewise, that there may be a general

consensus of the concept of fairness and that this could be
stated authoritatively seems not to occur to him.

The

objectivity or subjectivity of "generally accepted" and

can be in a position to state that a company's financial
statements 'exactly present' financial position. • . ."
This passage appears devoid of ethical implications and
therefore points to the following dictionary definition of
"fair" as applicable: "Free from marked merit or defect;
hence, average; pretty good. . . . "
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"soundness" (or "fairness") is discussed in Chapter III, and
earlier in this chapter, and need not be repeated here.

Our

conclusion to that discussion is that soundness is no less
subjective than general acceptance.
At least one national accounting firm makes "present
fairly" independent of "generally accepted accounting prin
ciples."

The wording in its opinion paragraph includes

". . . present fairly • . . and were prepared in conformity
with generally accepted accounting principles. . • ."^2
(Emphasis supplied.)

The effect of this wording is the

expressing of two opinions rather than one as under the
standard wording.

The implication is that in some circum

stances the financial statements might conform to generally
accepted accounting principles but would not, in the audi
tor's opinion, present fairly the financial condition and
operating results.^3

Also commenting upon the "maverick"

wording, W e m t z stated:
. . . I doubt whether such language solves
the problem [of alternative generally
accepted principles], since it substitutes
for the test of generally accepted account
ing principles an undefined and subjective
concept of "fairness."24
22Arthur Andersen & Co., Accounting and Reporting
Problems of the Accounting Profession (Chicago: Arthur
Andersen & Co., i960), pp. 4-5.
23]3lough, "Implications of 'Present Fairly* in the
Auditor's Report," pp. 76-77. Blough described this as a
"most unfortunate practice."
24william W. Wemtz, "Accountant's Responsibility in
Reporting Corporate Profits," The Journal of Accountancy.
CVII (March, 1959), 47.
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But the point is that the concept of fairness*1 is
definable and objective.

Referring to the discussions above

concerning its objectivity and interpretation, we may con
clude that we feel the usefulness of the concept lies pre
cisely in the fact that it cannot be strictly defined.
Accountants and society have a general concept of it based
upon observable attitudes (which could be more definitely
interpreted by some authoritative body), but what "fairness"
means specifically can be determined and demonstrated only
in relation to a specific set of circumstances.

Its meaning

will therefore vary over the range of possibilities within
the limits of observed and interpreted attitudes, and as
applied to specific situations.
Reflecting our social concept of fairness to all
parties as the basic accounting postulate, and therefore
rejecting "general acceptance" as the test for accounting
principles, we might reword the audit report opinion para
graph along the following lines:
" . . . present fairly the financial position
• • • and results of operations . • • , con
forming to accounting principles and proce
dures considered equitable to all parties,
based, upon the economic and political environ
ment and the customs and modes of thought of
all segments of society."25

2^See Arthur Andersen & Co., The Postulate of
Accounting, p. 31; American Institute of Certified Public
Accountants, "Report to Council," p. 63, for their wording
of the last ,fwhich clause"; Raby, "Two Faces of Accounting,"
pp. 457-458; Frank A. Singer, "Accounting Is a Matter of
Taste." The Accounting Review. XXXVII (July, 1962), 464.
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Fairness to all segments of society, then, is our
basic standard by which accounting principles, rules, and
procedures are tested for the propriety of their being
included in the financial accounting structure.
Financial Statements Are
Basis for Evaluation
Through the media of financial statements and sup
plementary reports, accounting gives a financial representa
tion of the economy segments' economic rights and interests
in enterprises, as established by laws and customs.

The

application of principles, rules, and procedures, all meet
ing the test of fairness, will assure a presentation fair to
all parties,
A fair presentation of the segments' rights and
interests will enable each segment to formulate judgments or
take action on his position relative to other segments.

As

we pointed out above, accounting information is a tool used
to evaluate past decisions and to serve as a basis for
current decisions affecting the future.

Current decisions

are based upon evaluations of past decisions and their
results, current position, and expected future conditions.
The individual's current rights and interests are the result
of his past decisions; a fair presentation of the enter
prise' s' status and operations will enable him to better
evaluate the effects of those past decisions.

The individ

ual formulates a judgment that his position is either
desirable or undesirable.

If his position is evaluated as
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undesirable, he will take action to change his relative
position.

Thus, the stockholder sells his shares or buys

more shares.

The creditor makes a decision to lend on cer

tain terms or to deny the loan.

Each reader will have some

reaction to the financial presentation of the enterprise.
To be relied upon by each individual the representation must
be fair to all parties.
If the financial statements are to be a fair-to-allsegments presentation of their relative economic rights and
interests in enterprises, the basic standard of fairness
must pervade the accounting structure.

Favoritism to cer

tain segments causes distrust in the accounting reports by
the other groups.

If lack of confidence exists, the dis

favored segments may turn to government intervention as an
alternative.

Therefore, with the conflicting interests of

individuals and groups, accounting principles and rules must
be established that meet the test of fairness to all parties.
The general-purpose statements and supplementary reports may
take various forms and include information directed at
special uses and purposes.

Even so, the basic standard of

fairness to all parties and the broad accounting principles
must be the same for all enterprises and industries simi
larly oriented (e.g., for profit).

Specific rules applying

the principle will vary according to circumstances.26

26catlett, "Factors that Influence Accounting Prin
ciples," p. 48.
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When we consider the many uses of financial state
ments, we impress upon ourselves the importance of account
ants' responsibility to provide fair presentations of
enterprise activities.

The information needed by the

different groups upon which to base their judgments and •
actions is a financial representation of their relative
position regarding their economic interests in enterprises.
Therefore the segments' rights and interests are reflected
in the enterprise data they need and use.
Rights and Interests Reflected in
Segments' Informational Needs
The uses of accounting statements and reports by
I

individuals and groups reflect their own self-interest.

The

judgments formulated and actions taken will always reflect a
desire to enhance personal welfare and position.
Since Chapters VI and VII contain more detailed dis
cussions on the information needed and the uses of such
information by the society segments, we will only survey
here their informational needs as an indication of their
economic interests in enterprises.

Another purpose here is

to point out the diversity of interests of each society
segment.27

27xhe following examples of the segments' uses of
accounting data are adapted from R. Morrison, "What's All
This About Accounting Principles?" pp. 1-2; Bevis. "Riding
Herd on Accounting Standards," pp. 10-12; Bevis, "Accounting
Function in Economic Progress," p. 28; and Albert J. Bows,
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The stockholder group, for instance, includes unin
corporated proprietors and owner-managers (for purposes of
this study); individuals with large or small share holdings,
with long-term or short-term investment intentions; security
underwriters; security analysts representing actual and
prospective investors; fund investors, such as mutual, pen
sion, welfare, and union funds; institutional investors; and
other companies affiliated through share ownership.

Most of

these preferred and residual equity groups have similar or
common informational needs.

However, there are sufficient

differences among them to caution against assuming all
investors are alike.

The stockholder segment is interested

in all phases of enterprise data— profits, sales, financial
position, dividends paid and to be expected, production and
distribution data.
The management segment includes owner-managers (from
the latter*s viewpoint), and corporate managers of large and
small corporations and of the "hired" and "professional"
varieties.

This segment is most interested in information

which shows its discharge of accountability--profits, finan
cial position, expansion, return on investment.

Management

is also interested in the same information from the viewpoint
of enhancing its own welfare through increased compensation,
bonuses, profit sharing, stock options, and the like.

To

Jr., "Application of Accounting Principles," Texas Certified
Accountant, XXXV (July, 1962), 3-8, 31.
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the extent that Individual managers hold share ownership In
their company or other companies, they would be Included In
the stockholder segment.
Perhaps the newest Influence In providing accounting
information is that of the labor segment.

Either individu

ally or through their union representatives, employees
desire information which shows profits, employee conditions
and expectations, and financial condition.

Labor also wants

to know if profits are excessive; if so, how much of the
excess should it share with stockholders.

If a union repre

sents the employees of an enterprise, the union's interest
in accounting data may vary depending upon its "opportu
nistic" or "partnership" philosophy of bargaining relations.
The creditor interest is perhaps the oldest of out
side influences on accounting information.

This segment

includes groups with both long-term and short-term view
points; among them are trade creditors, banks, insurance
companies, bond holders, pension funds, and credit agencies.
This sector of the economy wants information which will
indicate that there are sufficient assets to pay off the
debts; facts about the nature and condition of assets; data
about the earning ability of the enterprise; what other
liabilities are owed and prospects for their repayment; and
the earnings retained to improve the security behind the
obligations.
The customer group is one area frequently over
looked— at least not emphasized--by accountants.

This
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segment buys and uses the enterprise's goods and services.
The information this group desires relates to those ex
changes which will show the company's capability to perform
on its contracts.

Also, where product or service prices are

based upon sellers' costs or other economic data (as in
cost-plus agreements), accounting data are very important to
the customers.
The government segment is an ever-increasing con
sumer of accounting information.

A number of groups with

diversified interests in accounting data are involved.

For

example, regulatory bodies want information about the
affairs of enterprises they regulate which shows compliance
with the statutory provisions.

Taxing authorities want data

which help in levying and collecting taxes.

Courts use the

data in solving disputes and other proceedings.

Lawmakers

and investigating committees use accounting data as part of
their base for decision making and policy making.

Super

visory agencies, sometimes also acting as guarantors for
enterprises (e.g., for banks, saving and loan institutions,
insurance companies), require accounting data pertaining to
their supervisory activities.

Also, various agencies com

pile enterprise data for national statistics purposes.
The last economy group is the general public, which
includes those individuals not included in the groups above,
as well as the segments included, all from the viewpoint of
their being a part of our national economy and part of our
economic, political, and social structure.

This sector is
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interested in accounting data in the aggregate which bears
upon the public welfare and safety.
The uses of accounting data by various society seg
ments, as set out above, are intended to be illustrative of
the diversity of interests, uses, and viewpoints; they are
not intended to be all-inclusive.
ing this diversity was twofold.

Our purpose in illustrat
First, we intended to link

the need for information with the economic rights and inter
ests of the various economy segments.

Second, we wanted to

point out that, in spite of the diversity of interests and
viewpoints of groups within each segment, it will be neces
sary in this study to consider only the segment as a whole
rather than the groups within it separately.
Also, we should point out that some of the uses men
tioned above would require special-purpose statements and
reports in place of or in addition to the general-purpose
reports.

Our consideration here is with the uses to which

general-purpose reports are put by the various segments.
For general-purpose reports to be useful to each of
these segments, they must have been based on reliable data
to which was applied accounting principles and rules that
have met the test of fairness to all parties.
Applying the Basic Standard in Determining
Accounting Principles
The postulate of fairness to all parties is that
basic standard by which all subordinate propositions
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(principles and rules) are judged.

Accounting principles

are those broad guides to action according to which enter
prise information is marshaled into meaningful statements
and reports.

Applying accounting principles to enterprise

data does not necessarily produce results which are fair.
It must be demonstrated, therefore, that the results as well
as the principles meet the test of fairness to all parties.
However, if principles which were demonstrated to be fair
were applied to a complete set of facts, and if both princi
ples and facts were not irrelevant to the situation, such
would constitute evidence that the resulting statements were
also fair to all parties.
A demonstration of reasons why fairness to all
parties is achieved by applying certain accounting princi
ples is as important as the selection of the appropriate
principle.

In demonstrating the fairness of the principle

we must first consider the segments of society.

These were

set out above to be stockholders, managers, labor, creditors,
customers, government, and general public.

We feel that in

all accounting situations each of these segments is repre
sented.

The degree to which they are represented, however,

will vary with the particular situation.

Because all seg

ments are always to be considered, fairness must be demon
strated as to all segments.
Second, in demonstrating the fairness of the princi
ples to all segments, we must consider the relative economic
rights and interests of those segments.

Such claims are
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based upon laws and social customs and are reflected in the
Information desired by the segments.

The accounting for the

enterprise must, therefore, be a fair financial representa
tion of the relative economic rights and interests of all
segments of society.
To summarize, this chapter includes discussion on
the derivation and justification of the postulate of fair
ness to all parties.

The following two chapters demonstrate

the application of that basic standard in determining the
propriety of certain accounting principles.

28

See Arthur Andersen & Co., The Postulate of
Accounting, pp. 33-36.

CHAPTER VI
ACCOUNTING PRINCIPLES BASED UPON THE POSTULATE:
COORDINATING PRINCIPLES
The Obj ective of This and
the Following Chapter
The objective of enterprise financial accounting as
formulated in this study consists of three main elements.
First, accounting is to provide an external communicationinformation system.

Second, that system is to communicate

economic data which gives a financial representation of the
relative economic rights and interests of the society seg
ments.

Third, that economic data must serve the society

segments by facilitating judgment formulation and action
taking.
Economic data about the enterprise are accumulated
and summarized by the accounting system.

In the process

certain accounting principles, rules, and procedures are
applied to the data.

Our basic standard in this application

is fairness to all parties.

The products of the accounting

system are statements and reports which financially repre
sent the society segments' interests in the enterprise.
These statements and reports must be fair to all segments to
be acceptable to them.

Such fairness can result only from
153
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applying to the enterprise data accounting principles,
rules, and procedures which have been demonstrated as fair
to all segments.
The objective of this and the following chapter Is
to demonstrate the fairness (or unfairness) of certain
accounting principles.

The principles selected are those

that currently form a portion of the body of "generally
accepted accounting principles•"

The reader will recall

from discussions above that these Individual principles have
gained their place In current accounting practice largely by
meeting the test (criterion) of usefulness In the situation.
Our objective now Is to determine If these accepted princi
ples meet the test of fairness to all parties.

Those not

meeting the basic standard of fairness to all parties will
not be accorded a place in our financial accounting struc
ture.
Accounting principles, rules, and procedures are the
means to obtaining the objective.

Each principle, each

rule, each procedure should separately meet the basic stand
ard of fairness to all parties.

But since a rule applies a

principle, and a procedure applies the rule, then a princi
ple demonstrated to be fair to all parties is evidence that
the subordinate propositions (rule and procedure) are also
fair to all parties.

Proposing this, of course, assumes

there has been no flaw in deriving the rule and procedure
from the principle.

Where alternative rules are proposed,

each must be subjected to the test of fairness.
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If we were formulating a complete financial account
ing structure based upon fairness to all parties, a number
of steps would be involved.

The first step would be to

examine current practice to see if the currently used prin
ciples, rules, and procedures could meet the test of fair
ness.

Second, we would test those principles, rules, and

procedures which have been proposed but which are not now
accepted in current practice.

Third, other principles,

rules, and procedures would have to be formulated and tested
against the criterion of fairness to all parties.

If the

first two steps were completed and the fairest principles,
rules, and procedures retained in the structure, the third
step would be a continuous one because the accounting
environment and social customs and modes of thought are con
stantly changing.

No principles, rules, or procedures can

be considered sacred; new or old, they must all continually
meet the test of fairness to all parties and help to achieve
the accounting objective.

As conditions change, accounting

practices must also change.
It is not possible to cover all three steps in such
a short study as this one.

Even to include the second step

would take another dissertation at least of comparable
length.

Therefore, we are concentrating on the first step—

and then on only part of that.

This chapter and the

^Some of the principles summarized in Appendix C
could be considered as such formulations; see paragraphs B,
D-l, D-2, D-5, E, H-l, H-3.
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following one investigate some accounting principles cur
rently in use.

Except for an example of deriving a rule and

procedure from an acceptable principle (in the last section
of the following chapter), we must also leave the testing of
currently used rules and procedures to some later investiga
tion.
What Are Coordinating and
Application Principles?
The generally accepted accounting principles^ which
we will concentrate on are drawn from the literature of the
field (since there is no single authoritative list).

The

terms "coordinating principles" and "application principles"
will not be found in the literature however.
These terms were selected to connote the two broad
classes into which principles fall.

The classes are in

tended to be on the same level and complementary to each
other rather than being one subordinate to the other.
In this chapter we study the first group, coordinat
ing principles, and test them against the fairness postulate.
These principles include those traditional accounting con
cepts which have coordinated accounting activities into a

2The reader should realize that all of the princi
ples to be discussed are to a great extent interrelated. In
some cases certain principles appear as extensions or corol
laries of other principles. While we may set the principles
out as separate and discuss only one at a time (thus assum
ing "other things being equal"), the reader should bear in
mind their interdependence.
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body of practice.

Individually these principles have been

stated by various writers to be postulates, principles,
conventions, concepts, assumptions, desirable attributes,
virtues, or conveniences.

Rather than confusing the issue

with these various terms, in this study we assign the status
of "coordinating principles" to these "broad guides to ac
counting action" that do the job of coordinating accounting
activities•
In the following chapter we apply the same type of
analysis to the second class of principles.

These "broad

guides to accounting action" we term "application princi
ples" because the group includes principles upon which
specific rules and procedures are based.

The appropriate

principle, rule, and procedure are then applied to a spe
cific situation and its relevant facts.

The following

chapter investigates these application principles in light
of the basic standard of fairness to all parties.

Also an

example is presented of using a principle, rule, and proce
dure in a specific situation.
Coordinating Principles of Accounting
The coordinating principles investigated in this
chapter are concerned with three broad areas of accounting
activity:

The concept of the business; recording and

reporting practice; and guides which facilitate business
operations and reporting on business operations.
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Concerning the Business Concept
Business Entity
We pointed out In Chapter I that the accounting
Information system may be based upon any one of a number of
viewpoints.

The most commonly cited are the real personal

ity viewpoint (the proprietary theory) and the fictitious
personality viewpoint (the entity theory). A third view
point is devoid of personality (the fund theory)•
These theories must not be confused with the activity
being accounted for.

The first two theories normally have

the entire business as the pertinent activity to account
for.3

The difference in viewpoint, however, causes varia

tions in the recording and reporting upon the activity of
the business, depending upon the viewpoint followed.

^However, the activity may be more or less broadly
conceived. For example, there may be a number of separately
accountable activities within the business (e.g., depart
ments) • Or, the activity conceived may be broader than the
single business, as when consolidated statements are pre
pared for a group of affiliated companies as if the group
were a single legal entity. See the discussion below in
this section on consolidated statements. For further
information on the entity principle and affiliated com
panies, see Maurice Mbonitz, The Entity Theory of Consoli
dated Statements (Brooklyn: The Foundation rcess, Inc•,
1931); William H. Childs, Consolidated Financial Statements:
Principles and Procedures (Ithaca, N.Y.: Comeri University
Press, 1949); and James W. Pattillo, "Consolidated Financial
Statements: Theory and Utility" (unpublished Master*s
thesis, Texas Technological College, 1959). The problems
met in selecting the appropriate viewpoint and the appropri
ate activity to account for are set out in Thomas H.
Sanders, "Progress in Development of Basis Concepts," in
AICPA Contemporary Accounting (New York: American Institute
of Certified Public Accountants, 1945), chapter 1, pp. 3-6.
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The dominant viewpoint currently followed by ac
countants is that of the fictitious personality.

From this

entity theory follows the generally accepted accounting
principle of the business entity.

This principle is

expressed in the following statements:
A business entity is a formal or
informal unit of enterprise--a collection of
economic goods and services and a group of
persons--organized to accomplish certain
express or implied purposes. . . . Account
ing procedures and financial reports are
concerned with specific business entities
and their activities. . . . The business
entity concept provides a basis for identi
fying economic resources and activities with
specific enterprises, and thus for defining
the area of coverage appropriate to a given
set of records or reports.^
The business undertaking is generally
conceived of as an entity or institution in
its own right, separate and distinct from
the parties who furnish the funds, and • • .
that the business accounts and statements
are those of the entity. . . ,5
Therefore, the principle means that the ownership of
the business rests in a fictional entity and that the
accounting records and reports pertain to the activities of
the business.

Laws recognize the corporation to be an arti

ficial person separate from its real owners.

On the other

hand, although sole proprietorships and partnerships are
legal organizational forms, they are generally not legally

^American Accounting Association, Accounting and
Reporting Standards for Corporate Financial Statements. 1957
Revision? p. 2.
**Paton and Littleton, An Introduction to Corporate
Accounting Standards, p. 8.
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separate from their owners.
The accounting principle of the business entity
extends the concept of the artificial being not only to cor
porations but to other legal forms as well.

The entity,

therefore, for all accounting purposes owns the resources
used in the business and owes other businesses or persons
for resources acquired— no matter what legal form the entity
may in fact take.

What are the implications and effects of

this principle, and does it meet the test of fairness to all
parties?

»
It will be remembered that the objective to be

obtained (or at least furthered) by applying this and other
principles is a financial representation of the relative
economic rights and interests of the society segments.

The

result obtained by applying the business entity principle is
a set of financial statements and supplementary reports
which present the position and progress of the entity sepa
rate from the affairs of the actual owners or other parties.
We may picture the position statement (balance
sheet) as a pool of rights and interests.

The assets are

owned by the business and represent rights to the use of the
properties by the business.

The equity claims by creditors

and stockholders represent claims upon the business rather
than direct claims upon the assets of the business.

To say

it another way, the entity has the right to use certain
properties and has an obligation to the providers of those
rights.

From the viewpoint of the equity interests, the
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obligation of the entity to the equity interests represents
to them a legal right in the entity0
Regarding the progress of the business, the gains
and losses of the business are not considered to be gains
and losses to the owners directly.
or loses on its own activities.

Rather, the entity gains

The gains or losses are

reflected in an increase or decrease in the net assets of
the entity.

The gross increase in assets (rights to the use

of property) is an increase to the wealth of the entity;
.correspondingly there is an equal increase in the legal
rights of the equity interests in the entity.

Thus the

point is that the result of enterprise activity is a change
in enterprise wealth rather than equity wealth as such.
The business entity principle seeks to define the
scope of the entity.

The comments above are in terms of the

single business as the appropriate scope.

In the case of a

single business there are assets (resources) devoted to a
specific type of economic activity.

Broadening the scope of

the entity, we may consider a group of affiliated companies
acting collectively toward a specific economic activity as
an entity separate from the individual entities composing
the affiliated group.

In this situation a set of "consoli

dated statements" are prepared for the affiliated group
entity; also statements are prepared for the individual
companies•
Since under the business entity principle an account
ing is made of all the properties dedicated to the activity
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of the entity (and likewise properties not so dedicated are
not accounted for), the principle is fair to the stockholder
and creditor segments.

The principle results in a presenta

tion which shows their legal claim upon only the single
entity.

It follows that all rights in the use of properties

should be recorded by the entity in order to fairly present
the relative positions of the economy segments in the
entity.

If some entity rights in property use were not

recorded, or if rights were claimed which did not exist, both
situations would be misstatements of the entity position and
unfair to the society segments.
Management is responsible for the operation and
survival of the entity.

But the entity is charged with the

possession and use of properties.

To extend the entity

beyond the manager's immediate responsibility would be
unfair to him since he has no control over some portions of
the enlarged entity.

For example, if the entity were con

ceived as including all the departments of a certain
business, a manager of one department could not be held
accountable for all of the entity's activities.

Accounting

statements, therefore, presenting only the rights in proper
ties devoted to the operation of the entity are fair to the
management segment which directs and controls the use of
only those properties.
The business entity principle is also fair to the
labor, customer, government, and general public segments
because it provides a basis for identifying resources and
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activities with specific enterprises.

Labor's interest is

in the entity as a source of continuing employment and a
fair sharing of the results of its earnings»

Customers look

to the entity as a source of materials, supplies, and ser
vices.

Government and the general public are concerned with

entities as the source of national progress and welfare.

In

each of these cases the financial statements based upon the
business entity principle present a fair representation of
the rights and interests in the entity.

This is because the

statements show only the activities and position of a cer
tain entity.^
Going Concern
A companion principle to the business entity princi
ple is that of the going concern.

This concept is usually

stated as being an assumption that the firm will continue in
active operation for the indefinite future if there is no

^See Robert R. MLlroy and Robert E. Walden, Account
ing Theory and Practice— Intermediate (Boston: Houghton
Mifflin Company, I960), pp. 19-22; Walter G. Kell, "Should
the Accounting Entity Be Personified?" The Accounting
Review. XXVIII (January, 1953), 40-43; James M. Owen,
"Review of the Basic Concepts of Financial Accounting,"
N.A.A. Bulletin. XXXIX (June, 1958), 68-69; William A.
Paton, "Assumptions of the Accountant," Administration
(June, 1921), pp. 787-790; Paton, "Recent and Prospective
Developments in Accounting," pp. 90-96; David H. Li, "Nature
of Corporate Residual Equity under the Entity Concept," The
Accounting Review. XXXV (April, 1960), 258-263; Morton
Backer, "Determination and Measurement of Business Income by
Accountants" in Backer, editor, Handbook of Modern Account
ing Theory. pp. 213-214; Gilman. Accounting Concepts of
Profit, pp. 47-65; Goldberg, An Outline of Accounting,
pp. 26-30.

164
evidence to the contrary.^

The assumption is normally justi

fied on the basis of convenience in light of an uncertain
future, on the basis of the typical experience of businesses,
and on the basis of the normal expectation.®
The most significant implication of this principle
is that historical cost is the pertinent valuation basis for
some assets.

Another implication is that since business

activity is a continuous stream of activities, it is desir
able to periodically break that stream to gain an impression
of the position and progress of the firm.

Another princi-

ple--matching revenues and expenses--is related to the two
implications above.

These three principles are treated here

as they relate directly to the going concern principle and
separately in detail later in this or the following chapter.
The going concern principle had its foundation in
the change of accounting for single ventures to that of con
tinuous ventures.

Early business transactions were on a

^See Sanders, "Progress in Development of Basic Con
cepts," chapter 1, p. 6; Wilbert E. Karrenbrock and Harry
Simons, Intermediate Accounting: Comprehensive Volume
(third edition; Cincinnati: Southwestern Publishing Company, 1958), pp. 47-48; Pyle and White, Fundamental Account
ing Principles. pp. 723-724; Ascher, Survey of Accounting,
pp. 344-345; and Edison E. Easton and Byron L. Newton,
Accounting and the Analysis of Financial Data (New York:
McGraw-Hill Book Company, inc., 1958), p. 13.
®See Paton and Littleton, oj>. cit., p. 9; Delmas D.
Ray, Accounting and Business Fluctuations (Gainesville:
University of Florida Press, I960), p. 19; F. R. Morgan,
"Assumptions for Accountants," Australian Accountant« XXIII
(January, 1953), p. 25; and Dorsey E. Wiseman, "The”Going
Concern Concept in Accounting" (unpublished Doctoral disser
tation, University of Illinois, 1957), pp. 18-20.
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one-venture basis; when the venture was completed an account
ing was made to the parties Involved.

The records of the

trading were on the assumption that the business was only a
temporary affair.

When business became a series of continu

ous transactions and undertakings a new attitude of mind was
required of the accountant and his records.

There could no

longer be the attitude of Impending liquidation of the busi
ness (venture).

Since the project was not to be terminated,

accounting reports which reflected termination values were
not particularly relevant.

Moreover, since the transactions

were in a continual series with some requiring completion
over a period of time, at any one time a number of transac
tions would be in different stages of completion.

Some

other basis for valuation was sought for this new situation.
Consequently an accounting method developed which recognized
on a continuous basis the use and conversion of assets, pay
ment of liabilities, and results of operations.^
Accounting reports are used as a basis for evaluat
ing past decisions in order to currently formulate a judg
ment or take some action which will affect the future.

The

continuity of activities presented in the reports links the
past to expected or desired future events— to a continuation
of desired activities.

As such the realities of existence

9j. K. M. Carroll, "Conventions and Doctrines," in
K. C. Keown, editor, Readings in Australian Accountancy
(Australia: Butterworth & Company, Ltd., 1956), p. 74;
Arthur Andersen & Co., The Postulate of Accounting, pp. 1819; Gilman, Accounting Concepts o f T r o H t . p. 74; and
MacNeal, Truth in Accounting, pp. 44-50.
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have bearing upon more than just indefinitely continuous
enterprise activity.

Other considerations include the

existing pattern of the legal and political environment, as
well as the social concepts and customs.

Also, how will the

enterprise itself change--objectives, products, geographical
coverage, clientele, sales effort, management philosophy?
What effect will advances in economic and technological
factors have upon the firm?

All of these events alter the

nature of the continuity of the enterprise.^
Various events and developments such as those above
are likely to have a significant effect upon the financial
condition and progress of the enterprise at any one time.
The logical accounting would seem to be an accounting for
the conditions and realities existing at the time.

To

follow an assumption which would ignore those realities
would produce results consistent with the assumption, rather
than results consistent with the realities of the situation.
In such a case the accounting reports would be unfair to the
society segments because they are not able to formulate
accurate judgments on the basis of the information presented

10Cf. Vatter, Fund Theory, p. 5. In this regard May
said: "As for the postulate o£ permanence [going concern],
discoveries in atomics and electronics are obviously going
to create new industries and render old ones obsolete. How
are we going to approach this dawn of a new era?" In
another article he said: "This [going concern] postulate is
obviously defective but is accepted conventionally for want
of a better." Respectively, John Lawler, "A Talk with
George 0. May," The Journal of Accountancy. XCIX (June,
1955), p. 41; and May, "Authoritative Financial Accounting,"
The Journal of Accountancy. LXXXII (August, 1946), p. 103.
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concerning their relative rights and interests in the enter
prise.
The accounting statements should be financial pre
sentations of enterprise data according to the realities of
its present existence.

Moreover, the presentations should

inform the society segments about conditions and expecta
tions of continued existence rather than merely to assume
it.

Such information is vital in evaluating the desirabil

ity of continuing the present association with the enter
prise.

If the going concern principle (and other principles

attendant upon it) applicable to a financially healthy firm
were used as a basis for ignoring the reality that the firm
in effect was not in such a state, the only conclusion is
that the results could not be meaningfully relied upon.

The

fact of continuous financial health (for this is the essence
of the going concern concept) cannot be assumed by rote.
The going concern principle and its major implication
were stated very simply in 1902 by Dicksee, one of the
pioneers of modern accounting.

He said:

"It being the

primary object of most ordinary undertakings to continue to
carry on operations, it is fair that the assets enumerated
in the Balance Sheet be valued with that end in view.
This meant that assets were divided into two types, those

■^Lawrence R. Dicksee, Auditing (fifth edition;
London: Gee and Co., 1902), p. 17*), as quoted in Reed K.
Storey, "Revenue Realization, Going Concern, and Measurement
of Income." The Accounting Review. XXXIV (April, 1959), 233.
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with which the business Is carried on (generally, fixed or
permanent assets), and those In which the business Is car
ried on (generally, current or circulating assets)•

Since

the business Is assumed to be permanent, liquidating or
current market values are Irrelevant; hence, fixed assets
should be valued at their original cost.

The fluctuations

In the value of fixed assets therefore are Ignored since It
is their original acquisition value (cost) which is com
mitted to be used up in the operations.
the cost principle discussion below.)

(More on this under
On the other hand,

current assets are held for conversion into cash at the
earliest possible time, so the pertinent value is their
realizable (converted-into-cash) value.

Carried to its

logical conclusion, both increases and decreases in the
value of current assets should be recognized.

Accountants

have been hesitant to follow through with this phase.
Another principle comes into play here--conservatism.

Con

sequently, decreases in the value of current assets are
recognized as a loss before actual conversion into cash.
But increases in current asset values are ignored--or, at
most, disclosed in a footnote to the report.

Therefore,

accountants say they follow the going concern principle
while actually not fully accepting all its facets.
In effect, the going concern principle merely rules
out an attitude of imminent liquidation and requires asset
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valuation according to Intended use.-^
to all parties?

is the concept fair

In regard to Its implications of asset

valuation, we must defer judgment until we investigate the
cost principle as a separate proposition more in detail in
the following chapter.

If we are able to pose the cost

principle as a separate proposition (which we can), then
there is actually no need for the going concern principle.
If we do allow the proposition--assume a going con
cern and rule out thoughts of liquidation— but deny con
sideration of any attendant propositions (cost as basis,
periodicity), the proposition is harmless.

That is, it is

harmless only if the economic facts are in accord with the
proposition.

But if the principle is used as a basis for

avoiding economic realities of the enterprise in order to
present a picture of a going concern, the principle is
patently unfair to all society segments.

The results pro

duced by applying the principle would be formulated and
actions taken upon information which was not representative
of actual conditions and expectations about continued
existence.
It is submitted, therefore, that the principle of a
going concern be rejected.
enterprise condition.

Account for the realities of the

If liquidation of the firm is not

imminent or existing, there is nothing which requires an
accounting relevant to liquidation.

If the firm is in fact

■^Storey, "Revenue Realization, Going Concern, and
Measurement of Income," p. 237.
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existing and growing, no principle Is needed to assume this
reality.^3
Concerning Recording and Reporting Practices
Certain generally accepted accounting principles
have been formulated which help to coordinate recording and
reporting upon enterprise experiences.

They are important

concepts to the accountant inasmuch as they touch upon
almost every accounting situation.

These principles include

periodicity, materiality, conservatism, consistency, and
disclosure; we discuss them in that order.
Periodicity
The same conditions which brought about the assump
tion of a going concern also brought about the principle of
the accounting period.

When single ventures predominated

trade the gain or loss from each venture was calculated
easily enough when the venture was completed.

As transac

tions became more numerous and continual, however, compli
cations arose as to computing gain or loss from the series
of transactions.

At any one time a number of transactions

were incomplete; how was the businessman to determine his
profit?

An accurate determination of profit could be made

only upon liquidation of the business.
Since terminating the business was undesirable and

^Arthur Andersen & Co., The Postulate of Account
ing. pp. 19-20.
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unintended, some approximation had to be made concerning the
business situation at any one time.

Thus grew the practice

of periodically making a "test reading" of the position and
progress of the business.

At first the Intervals were

uneven and depended upon the desires of the owner--ten to
twenty years were not uncommon.

A French law In 1673 gave

Impetus to more frequent statements by requiring a balance
sheet each two years.

Gradually customs and laws (e.g.,

Income tax) established the relevant period as one year.
Even today custom still holds many businesses to the calen
dar year Instead of the natural business year.

The latter

Is In many cases more convenient and economical as well as
enabling more reliable accounting results, yet the use of
the calendar year remains dominant.^
Determining the financial position and profit of
businesses has become a practical necessity.

People want to

know this information periodically; they cannot wait until
the final liquidation of the business.

Periodic statements

concerning a continuous series of transactions and depicting
resources committed to a number of years' operations there
fore requires allocations to specific p e r i o d s . T h i s

■^Problems arise when periods of less than a year
are used. For an interesting discussion of them, see Gordon
Shillinglaw, "Concepts Underlying Interim Financial State
ments,"
Accounting Review, XXXVI (April, 1961), 222-231;
and Paton, "Recent ana Prospective Developments in Account
ing Theory," pp. 113-124.
^ S e e william J. Linkous, "Significance of the
Period." Virginia Accountant. VII (July, 1953), 26-29;
Carroll, "Conventions and Doctrines," p. 74; Pyle and White,
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necessity of allocation led Gilman to comment:

"It is this

convention which is responsible for most of the difficult
accounting problems."18
Adherence to this principle makes necessary the
allocation of revenues and expenses to certain periods.
A number of implications, therefore, flow from the princi
ple.

First, we imply that a reasonable allocation in fact

can be made.

It follows, then, that the expenses and

revenues which are allocated to a certain period can be
matched and a net difference (profit or loss) determined.^
A second implication concerns those expenses and
revenues which are allocable to future periods.

Currently

such expenses are in the nature of rights to future uses and
therefore have asset status.

Conversely, revenues currently

received but allocable to future periods actually now repre
sent obligations to render future services and therefore are
liabilities.18
Yet another implication of the periodicity principle
is that the periodic statements covering the life of the

Fundamental Accounting Principles. p. 723: Gilman, Account
ing Concepts of Profit, pp. 74-97; and Moonitz, "The Basic
Postulates oifSccounting, pp. 16-17, 33-36.
^Gilman, Accounting Concepts of Profit, p. 26.
^This idea of "matching" has itself become an
accepted principle. It will therefore be discussed sepa
rately, in the following chapter.
1®Such an implication touches upon two other princi
ples also discussed in the following chapter, one concerning
assets and the other concerning liabilities.
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business taken together should show the total effect of all
the experiences of the business.^

Each income statement

would represent a small segment of its entire life upon the
business1 liquidation.

One cannot escape the provisional

nature of the periodic statements.

Not only facts but also

estimates and judgments are an integral part of each state
ment.

Any judgments formulated or actions taken on the

basis of the statements must therefore be tempered by the
reality of the statements* tentativeness.^0
Since these implications will be investigated below,
we will concern ourselves here only with testing the princi
ple as such.

The periodicity principle states that the life

of a business can be broken into discernible periods and
that certain determinations can be made for these periods.
That this is done, rather than the nature of the results
that are actually obtained, is under scrutiny here.

Is the

principle fair to all parties?
The stockholder wants to be sure that his investment
is intact and growing in value.

He wants to view his rela

tive position of interests in the firm, and the principle
regularly provides this opportunity.

The stockholder is

also interested in periodic returns on his investment;

19

This implication also will be commented upon in
the following chapter in the section, Separating Ordinary
from Unusual Items."
20

Milroy and Walden, Accounting Theory and Prac
tice— Intermediate. pp. 22-23.
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periodic statements along with other nonaccounting data are
the bases for dividend determination*

The stockholder may

compare his return with what he judges to be a fair return
based upon the information at hand*

If he judges that his

rights to a higher dividend were ignored, he may decide to
switch to other more attractive investments.

Inasmuch as

the principle provides periodic statements upon which the
stockholder may formulate judgments and take actions as to
his relative economic rights and interests in the firm, the
principle is fair to him.^l
Managers need periodic summaries and reports of the
financial position and progress in order to show their dis
charge of responsibility as trustees of the owners.

Also

the statements give a basis for measuring management's
effectiveness of their planning, directing, and controlling
of the firm*

Managements are able to periodically judge

their own position in the firm; that this is possible proves
the fairness to management of the periodicity principle.
Employees are especially interested in a periodic
review of position and progress of their firm to guide than
in negotiating their own compensation.

Periodic reports are

also needed upon which to base judgments about their
security and their future with the firm.

The periodicity

principle is thus fair to the labor segment.

^Smith and Ashburne, Financial and Administrative
Accounting, pp. 57-58.
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Creditors want to assure themselves that the firm
will be able to meet both its short- and long-term debts.
Creditors expect and need and are entitled to periodic
reports which permit them to gauge their present risk on
money already committed as well as the risk of committing
money in the future in any further business with the firm.
Thus, a periodic presentation which indicates the creditors'
economic rights and interests in the firm is fair to that
segment.
Governments are interested in periodic reports as a
basis for taxation and regulation purposes, among others.
The principle is fair to the government segment inasmuch as
it requires periodic statements to judge the firm's compli
ance with the laws.
Customers want periodic reports upon which they can
judge the fairness of prices and their future relations with
the firm.

The principle provides this review and thus is

fair to the customer segment.

It is likewise fair to the

general public since periodic publicity of firms* positions
and progress tends to keep firms more honest in public
dealings than they might if such reports were not required
or desired.

Moreover, the statements show periodically the

firms' discharge of responsibilities to the general welfare
and progress of the nation.

Thus, the principle of provid

ing periodic reports is fair to all segments of society.
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Materiality
The principle of materiality is a criterion which is
applied throughout the accounting process and also through
out the audit review of that process.

Whether a particular

item is to be recorded, and if so, in its own account or a
miscellaneous account are decisions affected by materiality.
Also in preparing and interpreting the financial statements
judgments are made concerning the materiality of the indi
vidual items and amounts.

The auditor applies the criterion

of materiality from the vantage point of hindsight.

This is

probably a better basis for materiality decisions than is
afforded the company accountant who must speculate about the
effect of his current materiality decisions upon future
accounting results.^2

Determining what is material is a

matter of judgment and it is not always possible to know in
advance how important an item might be to a particular
reader of the statements.
What do accountants mean by "material"?

James Dohr

gave the following definition of the word as used in
accounting:
A statement, fact, or item is material,
if, giving full consideration to the sur
rounding circumstances, as they exist at the

2^Cf. Delmer P. Hylton, "Some Comments on Material
ity," The Journal of Accountancy. CXII (September, 1961),
63; American Accounting Association, "Report of the Commit
tee on Management Accounting," The Accounting Review. XXXVII
(July, 1962), 533-534; and Blough, "Accounting Principles
and Their Application," chapter 17, p. 25.
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time*, it is of such a nature that its disclo
sure, or the method of treating it, would be
likely to influence or to "make a difference"
in the judgment and conduct of a reasonable
person. The same tests apply to such words as
significant, consequential, or important.23
Thus, materiality is a state of relative importance
or relative magnitude of amounts or items, and is dependent
in large measure upon individual value judgments.

The

nature and size, or both combined, must be considered as to
whether an item or amount is material.

If there is reason

to believe that knowledge of the amount or item would influ
ence the judgment or action of a reasonable reader of the
statements, then the item must be regarded as material.24Materiality is a device or criterion by which each
item receives the emphasis to which it is entitled.

Inas

much as materiality involves amounts, it is a statistical
concept; inasmuch as it involves judgments about those
amounts, materiality is also a psychological concept.
yardstick of materiality is risk.

The

If the risk to the report

user is negligible, then the item can be considered
immaterial.^5

t

23james L. Dohr. "Materiality— What Does It Mean in
Accounting?" The Journal of Accountancy. XC (July, 1950), 56.
^American Accounting Association, Accounting and
Reporting Standards for Corporate Financial Statements. ^-957
Revision? p. 6; and Charles H. Griffin. "Pedagogical Impli
cations of the Materiality Concept," The Accounting Review.
XXXIV (April, 1959), 298.
2%oonitz, "The Basic Postulates of Accounting,"
pp. 46-47; Carroll, "Conventions and Doctrines," p. 79; and
William Holmes, ,fWhither Materiality?" Massachusetts CPA
Review. XXXIII (January, 1960), 121.
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Applying the concept of materiality is not a matter
of applying fixed rules.

Deciding what is and is not mate

rial varies according to the company, the circumstances of
the transaction, and the expected use to which the informa
tion will be put.

Comparing relative figures is more relia

ble than comparing absolute figures, yet there are dangers
in using percentages just as there are dangers in using
fixed dollar amounts.

The primary danger in using fixed

dollar amounts is their arbitrariness.

Likewise, percent

ages computed upon variable bases are not much more helpful
unless the limitation is realized and compensated for.
Moreover, materiality may be qualitative rather than
quantitative.

A transaction may be otherwise immaterial in

amount but may become material if it is unusual or improper
or violates some contract or law.

Such a transaction might

also be considered material because it indicates a signifi
cant change in business practice or a probable course of
future e v e n t s . T h e r e f o r e , the meaning of nwhat is
material*1 must rest with an individual*s judgment in the
light of all the surrounding circumstances.
Can we consider the principle of materiality to be
fair to all parties?

Our analysis for the principle of

materiality is similar to that for the principle of the

^Black and Champion, Accounting in Business Deci
sions. pp. 190-191; James P. Ould, Jr., "Materiality as It
Relates to Reporting for Commercial Enterprises,*' Virginia
Accountant. VII (October. 1953), 16-18; and Hylton, "Some
Comments on Materiality,' p. 62.
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going concern.

Putting Dohr's definition of materiality in

the negative we have:

"A statement, fact, or item is not

material if . . . its disclosure or treatment would not be
likely to influence the decision or conduct of a reasonable
person."

Whether stated in the positive or the negative,

the principle is not unfair to the society segments since
their judgments or decisions would not be affected if the
item is immaterial and would be not unfavorably affected if
the item is material.
However, a decision about materiality should be made
only after considering the total effect of all items
involved, because a series of individually immaterial items
may collectively make a material total.

If the principle of

materiality were erroneously applied, the resulting presen
tation would be unfair to all parties.

Thus, fairness to

all parties would be violated if a distortion or concealment
were effected under the name of individual immateriality
when in fact the series of small items composed a material
total.

The principle can never result in fairness to all

parties when it is used to justify distortion of the
facts.^^
Therefore, as the definition stands, the principle
of materiality is fair to all society segments because it
results in financial presentations which are more meaningful

^Whitney, "Comments on fThe Basic Postulates of
Accounting,'" pp. 7-8; and Black and Champion, Accounting in
Business Decisions, p. 191.
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by being uncluttered by unimportant details.
Conservatism
The principle of conservatism has represented the
accountant's "margin of safety."

Conservatism appears in a

number of forms (actually, applications) but a general
statement of the principle currently would go somewhat as
follows:

In matters of sincere doubt about which one of

several equally appropriate (i.e., generally accepted)
accounting alternatives should be followed, the choice should
be that alternative which produces the least favorable or
least optimistic result.28
Conservatism is an attitude existing as a reaction
to the uncertainty of the future.

But this attitude has had

a subtle and pervasive influence upon accounting theory and
practice throughout the years, less now than in the past.29
In the past accountants were primarily concerned
with presenting a balance sheet which showed a conservative
picture of the enterprise's financial condition.

At the

time the conservatively stated balance sheet was the primary

2®See Willard J. Graham, "Choice Between Alternative
Accepted Principles of Accounting," Ohio CPA. XVIII (Winter,
1959), 21-22; and Ascher, Survey of Accounting, p. 354.
29see George R. Catlett, "Accounting Principles—
Fact or Fiction" (address before Buffalo Chapter, National
Association of Accountants, Buffalo, New York, September 15,
1960), pp. 5-6; Backer, "Determination and Measurement of
Business Income by Accountants," p. 212; and Mbonitz, "The
Basic Postulates of Accounting," p. 47.
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statement; a conservative balance sheet, It was thought,
necessarily resulted In a proper and conservative Income
statement.

This emphasis upon a conservatively valued

balance sheet no doubt resulted from the Influences upon
accounting of bankers and other credit grantors to meet
their needs; other interests were ignored or not recognized
as existing.

Following the “pounce theory,11 creditors were

primarily concerned with safeguarding their claim and there
fore came to look upon conservatism as a

virtue

.30

The result of the creditors* influence was an
extreme form of conservatism.

Assets were deliberately

understated; for example, building values were written down
to some nominal sum, usually $1.

The large depreciation

charge in the year of write-off, of course, caused profits
also in that year to be low and therefore conservative.

Or

another reflection of ultra-conservatism is the phrase
“anticipate no gains and provide for all possible losses."
The spirit, if not the letter, of this phrase today still
carries considerable weight.
In the last twenty or so years there has been a
trend away from ultra-conservatism.
responsible for this trend.

A number of causes are

Stockholders have increased in

numbers and have become more dispersed; professional manage
ments have become a reality; creditors have shifted their

30h . A. Finney and Herbert E. Miller, Principles of
Accounting— Intermediate (fifth edition; Englewood Cliffs,
N.J.: Prentice-Hall, Inc., 1958), pp. 169-170,
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emphasis from pounce values to enterprise earning power.
Moreover, accountants have come to realize the
errors of their ways.

Balance sheet conservatism more often

than not resulted in incorrect and even unconservative
income statements.

In the example above of the building

write-down, because the value of the building was not spread
over its use life, subsequent income statements would not
contain depreciation charges.

Therefore the net income

reported in subsequent years would be both incorrect (over
stated) and unconservative.

Somewhat the same result is

obtained by "providing for all possible losses" because
future expenses are misallocated to the current period.
Today conservatism is illustrated in the following
practices.

For example, marketable securities are valued

for balance sheet purposes at the lower of cost or market
value.

If the market value is above cost, the higher value

is ignored or shown parenthetically because the gain should
not be recognized until realized by sale of the securities.
A decrease in market value below cost, however, causes a
loss to be currently recorded even though it has not been
incurred through sale at the lower value.

Another example:

certain expenditures are called current expenses even though
future benefit from the expenditure is probable.

Therefore

a large-scale advertising campaign would likely be recorded
as current expense because of the inability to prorate
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accurately the expenditure over the years benefited.31Other examples of alternative methods which are
currently generally accepted reflect different degrees of
conservatism and which tend to result in a more conservative
balance sheet are the following:
1. In periods of rising prices, the LIFO method
of valuing inventory rather than the FIFO
method;
2. Charging research and development costs to
expense as they are incurred rather than
capitalizing those costs and spreading them
over future periods;
3. Accruing pension plan costs fully rather than
a partial or minimum accrual;
4. Using the completed-contract method for
construction companies rather than using the
percentage-of-completion method;
5. Natural resource companies' charging to expense
development costs as they are incurred rather
than capitalizing those expenses and spreading
them over future periods of production;
6. Recording in the accounts tax-sanctioned
accelerated depreciation methods rather than
the straight-line depreciation m e t h o d . 32
With alternative methods such as these available,
the degree of conservatism in the accounting results may be
selected as desired.
Can such diverse results as would be produced by any
one of the examples above be fair to all parties?

p. ^

Using the

^Karrenbrock and Simons. ---------------Intermediate Accounting,

32see Catlett, "Factors that Influence Accounting
Principles," p. 45; and Black and Champion, Accounting in
Business Decisions, pp. 770-771.
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first example above (LIFO v. FIFO), in a period of rising
prices, under LIFO the balance sheet inventory value would
be below current values, and the cost of inventory sold
would approximate current values thus giving a relatively
lower net income figure.

Using FIFO in the same situation,

the balance sheet inventory value would approximate the
current values, and the cost of inventory sold would be
lower than current values thus giving a relatively higher
net income figure.

Generally speaking, LIFO has produced a

conservative balance sheet inventory value and a "realistic"
net income amount.

But the FIFO method has produced a

. *•

"realistic" balance sheet inventory value and an unconserva
tive and unrealistic net income amount.
The general effects of applying the principle of
conservatism in cases of doubt and alternative accepted
methods is the understatement of current income and assets
and the overstatement of current expenses and liabilities.
Such overstatements and understatements are in fact
misstatements; such misstatements cannot be fair to all
parties.

If the misrepresentation favors one society seg

ment, it is necessarily a misrepresentation to the other
segments.

In all cases where accounting results are influ

enced by conservatism, the society segments* relative
economic rights and interests in the enterprise are misrep
resented to some extent.

A material misrepresentation is

unfair to all parties even though it may put one or more
segments in an apparently more favorable position.

185
If, for example, in the name of conservatism the
application of some method produces a low net income figure
currently but would tend to increase future years* income
figures, decisions may be made which would not otherwise be
made.

Stockholders, seeing the market value of their stock

drop because of lower reported earnings may decide to sell
for fear of further drops, or to buy more shares at the
depressed value.

Management is put in an unfavorable light

regarding their performance.

Labor may be disinclined to

bargain for more wages and benefits that they may be
entitled to, or at worst, lose faith in the firm and seek
other employment.

Or creditors may impose credit standards

for the firm that they otherwise would not have consid
ered.^
But unless there are only fixed rules to follow,
judgment will always be necessary in selecting the method to
follow to implement the particular principle applicable in
the situation.

Perhaps the principle of conservatism should

be worded thus:

In matters of sincere doubt about which one

of several applicable accounting alternatives should be
followed, the choice should be that alternative which

S^See L. Morrison. "Some Accounting Limitations of
Statement Interpretation," pp. 491-492; William A. Paton,
"Accounting Procedures and Private Enterprise," The Journal
of Accountancy. LXXXV (April, 1948), 279-288; Blough,
’"Accounting Principles and Their Application," pp. 16-17;
Owen. "Review of the Basic Concepts of Financial Account
ing," pp. 75-76; Herbert F. Taggart, "Sacred Cows in
Accounting." The Accounting Review. XXVIII (July, 1953),
317; and MacNeai. Truth in Accounting, pp. 50-52.
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produces the result which is fair to all parties.

Hope

fully, this would take the element of misstatement out of
the current interpretation; it does not and should not take
out the element of caution, however.

"A proper degree of

caution and prudence in accounting is desirable and neces
sary, since an uncontrolled lack of conservatism [caution]
would be disastrous.”^
Consistency
Consistency is an accounting
two related needs.

principle^

based on

The first need is that if accounting

data are to be used in analyzing trends, then the data must
be comparable from period to period.

The second need is

that** if distortion in the statements of financial position
and progress is to be avoided in a given period and in com
parison with the previous period, then the enterprise
accounting principles and rules must be consistently
applied.^6
The importance accountants place upon consistency in
accounting reports is indicated by the following wording of
the standard audit report.

The accounting statements

^Catlett, "Factors that Influence Accounting Prin
ciples,” p. 46.
^"Consistency is a desirable attribute in accounting
and the preparation of financial statements, but it does not
represent a principle. . . . ” (Emphasis added.) Ibid.
^American Accounting Association, "Report of the
Committee on Management Accounting,” p. 533.
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"present fairly the financial posit?.on . . . [and] opera
tions for the year then ended, in conformity with generally
accepted accounting principles applied on a basis consistent
with that of the preceding year."

(Emphasis added0)

The auditor*s report, therefore, states whether in
the opinion of the auditor the principles of accounting used
in deriving the financial statements have been consistently
observed in the current period in relation to the preceding
period; during-the-period consistency is implied.37
The application of the principle of consistency
gives assurance to statement users that the comparability of
financial statements of different periods has not been mate
rially affected by changes in accounting principles or in
the rules applying the principles.

If there have been

changes which materially affect the statements, the princi
ple requires a disclosure of the nature and effects of the
changes either in footnotes to the financial statements or
in the auditor*s report.
Many events can affect comparability of financial
statements.

In general the comparability of statements as

between years is affected by changes in:
(1) accounting principles and rules employed
(e.g., changing from FIFO to LIFO inven
tory valuation);

^American Institute of Certified Public Account
ants, Committee on Auditing Procedure, "Consistency,"
Statements on Auditing Procedure. No. 31 (New York:
American Institute ofCertified PuBTic-Accountants, October,
1961), p. 44.
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(2) conditions or events causing only changes
In accounting procedures applying the
principles and rules (e.g., recognition
of a longer machine life tnan originally
estimated); and
(3) conditions and events unrelated to
accounting (e.g., acquiring a subsidiary).38
Only the first of these events is usually referred
to and elaborated upon in the auditor's report.

But both

the first and second should require disclosure as to the
nature of the change and its effects upon the financial
statements (usually in footnotes thereto) under the account
ing principle of disclosure.

The third change affecting

comparability may or may not require footnote comment
depending upon the nature of the change.

The principle of

disclosure, as distinguished from consistency, is investi
gated in the following section.
The principle of consistency involves changes of the
first type above, changes in accounting principles and the
rules which apply them.

Characteristically a choice by

management is involved:

to retain the present principle and

rule or change to another; for example, to retain the FIFO
method (rule) of valuing inventories or adopt LIFO.

Manage

ment choice is not involved in the second change (above)
affecting comparability, and therefore consistency is not at
issue.

Nor is consistency violated by the third change,

which causes certain principles and rules to be newly

3®See ibid., pp. 44-45.
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adopted to record the event, but does not Involve a change
(as such) In principles and rules.
Being consistent in applying certain principles and
rules does not mean there can be no change in those princi
ples and rules once they are adopted.

It is only presumed

that no changes will be permitted unless other principles
and rules will make the presentation or estimates more accu
rate.

If these improvements are adopted then the current

statement should be made comparable with its predecessor by
disclosing the nature and effects of the changes.

In this

way the reader may convert either statement to the other’s
basis.

The statements are inconsistent in that they each

use a different rule in a certain valuation, but they are
made comparable by disclosing the information to make either
adaptable to the other.
The comments above for the most part relate to the
second need for consistency which we mentioned at the begin
ning of this section--avoiding distortion in the statements
of position and progress in or over given periods.

The

other need for consistency--comparable data to analyze
trends— is also important.
Trend information is a major factor to the society
segments in making decisions and taking actions regarding
their relative economic rights and interests in the enter
prise.

A single period's financial statements may be suffi

cient for formulating a judgment about the segment's posi
tion relative to other segments.

But usually other
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information is needed to substantiate that judgment; if the
substantiation is conclusive enough, the individual will
take some type of action which he believes will place him in
a more favorable position*

That other data which turns

judgments into actions usually are in the form of trend
indicators--ratios, percentages, dollar comparisons— for the
firm over a period of years.

More helpful still is informa

tion which indicates the position and trends among the firms
in the industry.

At the present stage of accounting devel

opment, however, accounting consistency among firms in most
industries is a situation desired rather than a situation
existing.

Therefore, comparisons of accounting data of

firms within an industry should be attempted only while
realizing the limitations of such a

c o m p a r i s o n . 39

Inasmuch as the principle of consistency has an
overall effect upon accounting results, therefore affecting
all the society segments similarly, and because the overall
effect of the principle is more reliable accounting state
ments and reports, it may be concluded that the principle of
consistency is fair to all society segments.

Such a conclu

sion, of course, assumes that the principle is not used to
justify the use of other principles or rules which

39see the comments on this subject in Leonard
Spacek, MCan We Define Generally Accepted Accounting Princi
ples ?" The Journal of Accountancy. CVI (December, 1958), 4243; M. A. Binkley, ^Limitations of Consistency,1' The
Accounting Review. XXIII (October, 1948), 374-376; and
Stephen Cnan, "Consistency," New York Certified Public
Accountant, XXVII (August, 1957), 533-537.

191
themselves were unfair to certain society segments.
Full Disclosure
The principle of full (or adequate) disclosure Is
simply stated as the requirement that accounting statements
and reports disclose that Information which Is necessary to
make them not misleading.
In the financial statements and their footnotes, In
supplementary reports, or in accompanying narrative there
should appear significant information which will enable
readers to properly understand and evaluate the enterprise1s
financial position and progress.

Admittedly, this is a big

order--some think it impossible.

The problems of disclosure

involve, of course, what information should be disclosed,
to whom, and by what means.
Generally speaking, answers to the what, who, and
how of disclosure ultimately must be determined by the judg
ment of the accountant in the light of existing conditions.
There exist few, if any, specific guidelines to disclosure.
Under the discussion of consistency above we set out
three changes or events which affect the comparability of
successive financial statements and which may or may not
require disclosure.

The first event involves a change in

^Catlett, ''Factors that Influence Accounting Prin
ciples," p. 46; F. B. Forderhase, "Notes to Financial
Statements," The Journal of Accountancy. C (October. 1955),
50; May, Financial Accounting, p. 19: and Moonitz, "The
Basic Postulates of Accounting," p. 48.
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accounting principles or rules.

The second Involves events

causing changes In accounting procedures.

Both of these

changes normally require disclosure either in the audit
report or in the statement footnotes.

The third involves

events unrelated to accounting (except that usually the
event is ultimately accounted for); this may or may not
require disclosure depending upon circumstances.

The accom

panying narratives customarily include comments upon many of
such events.
Another classification of items or events normally
requiring disclosure was set out by M o o n i t z . T h e s e
include items not in the ordinary or regular activity of the
business (e.g., losses on purchase commitments).

Also

included are items requiring disclosure by contract or
statute (e.g., sinking fund provisions), and new activities
or major changes in old ones (e.g., stock options).
All these events and changes, if material, normally
require disclosure.

The principle of materiality was also

discussed above; its relation to disclosure is very close.
Considerations of materiality inevitably enter into deci
sions regarding disclosure in any given set of circumstances.
Quantitatively, materiality emphasizes the relative magni
tude of the item as a basis for determining disclosure;
qualitatively, it emphasizes the item's relative importance

^Moonitz, "The Basic Postulates of Accounting,"
pp. 48-49.
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to other Items or policies or events and apart from Its
size.^
To whom disclosure should be made is also not easily
answered.

Generally, references are to the "prudent in

vestor" (S.E.C.), or the "informed investor” (A.A.A.), or
the "standard reader."

Generally, such a standard reader is

assumed to be interested enough in the data to carefully
read the presentation and is reasonably informed on finan
cial matters and commonly used accounting and financial
terminology.^3

Perhaps this assumption is invalid.

Cer

tainly more education is needed.
The "how" of disclosure is normally through means of
the financial statements, either in the body or by foot
notes, in supplementary schedules and reports, and in accom
panying or separate narratives.

The audience for financial

statements, especially published annual reports, includes
all segments of society.

These general-purpose statements

and accompanying data must meet the general needs of those
segments.

Certain disclosures are directed to providing

more detailed information, whereas other disclosures are

^Charles H. Griffin and Thomas H. Williams,
"Measuring Adequate Disclosure," The Journal of Accountancy.
CIX (April, I960), 46-47; Michael M. ChetkoviHi, '“Standards
of Disclosure and Their Development," The Journal of
Accountancy. C (December, 1955), 50; and see also Ernest L.
Hicks, "Materiality: A Useful Audit Tool," The Journal of
Accountancy. CXIV (July, 1962), 63-67.
^Chetkovich, "Standards of Disclosure and Their
Development," p. 49.
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designed to supplement and explain other data.^
The principle of disclosure also implies the obliga
tion on the part of the accountant to make known to state
ment readers the effect of alternative methods which would
produce significantly different results.

This is especially

imperative, as was pointed out above, when the alternative
has been implemented during the year.^->

However, mere dis

closure of results under another alternative should not be a
means of escaping the obligation to keep the records on a
sound basis; this is partly implied by the dictum:

"when in

doubt, disclose."
When the principle of disclosure in fact does result
in information which makes the financial statements and
accompanying data not misleading, the principle is thus fair
to all parties.

The overall fairness of the presentation,

of course, is the result of all the principles and rules

44see William W. Werntz, "Dilemmas in Today*s
Reporting.11 The Journal of Accountancy. C (November, 1955),
45-46; Forderhase, op. cTt.. pp. 50-55; W. Baker Flowers,
"Some Criteria for 'Post-Statement Disclosure,*1 The Journal
of Accountancy. CXI (January, 1961), 48-58; Stephen Chan,
""Notes to Financial Statements,*' The Journal of Accountancy.
CXI (March, 1961), 54-58; Andrew Barr, "Disclosure In Theory
and Practice.*' New York Certified Public Accountant. XXIX
(September, 1959), 633-64$; Leon E. Hay, "Suggested Stand
ards for Judging Informative Qualities of Financial State
ments," Illinois Certified Public Accountant. XVII (June,
1953), 52-55; and DelbertE. Williamson, "The Concept of
Disclosure on Financial Statements" (unpublished Doctoral
dissertation, Stanford University, I960)•
^^Maurice E. Peloubet, "Is Further Uniformity Desir
able or Possible?" The Journal of Accountancy. CXI (April,
1961), 35.
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used to produce the presentation.

Disclosure alone does not

make the overall presentation fair to all parties, but only
contributes to that fairness.

The principle of disclosure,

correctly applied, results In a financial presentation of
the society segments1 economic rights and Interests.

Upon

this information they may formulate judgments and take
action regarding their position relative to other society
segments.

From this we may conclude that the principle of

disclosure is fair to all society segments.
Concerning Facilitating and Reporting
upon Business Operations
Certain accepted accounting principles help to coor
dinate accounting and also to facilitate business operations
and the reporting on business operations.

The first of

these that we discuss is the assumption that the purchasing
power of the dollar is stable.

Almost the entire business

community operates on this assumption.

The common denomi

nator of accounting is the dollar; accounting has adopted
the business-world assumption of its stability.

The second

coordinating principle discussed under this heading is the
principle of objectivity— commonly thought to be the main
factor in professionalizing accounting.

The discussion of

these two principles completes this chapter on coordinating
principles of accounting.
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Stable Money Unit
One of the current projects of the AICPA Division of
Accounting Research is a study of the problem of price level
changes.

The basic premise of the project is that it is no

longer realistic to ignore fluctuations in the purchasing
power of the dollar
Accountants for many years have maintained account
ing records and produced financial statements based upon the
premise that the purchasing power of the dollar is stable.
Accountants have not been oblivious to the economic reali
ties of the instable dollar, but have chosen for various
reasons to do nothing about recognizing price-level changes
in the accounts or disclosing the effects in supplementary
statements.

Some of those reasons include the arguments

that actual changes have been so gradual as not to materi
ally distort the accounting results.

Another:

historical

cost is a determinable fact; to tamper with these costs
would introduce uncertainty into the accounts and confusion
into their interpretation.

Moreover, those who maintain

^'Announcement of Research Projects" (Official
Releases), The Journal of Accountancy. CXII (September,
1961), 71. “"TKis was also the premise of a major study on
business income sponsored by the AICPA in the early 1950s.
The Study Group was composed of accountants, lawyers, and
economists. Although the Study Group appeared to favor
including price-level adjustments in the financial state
ments, it recommended at the time that the primary income
statement should be continued on bases then commonly
accepted. But it encouraged the supplementing of primary
reports with other reports showing tne effect of price-level
changes (p. 105). See the Study Group's final report:
Study Group on Business Income, Changing Concepts of Busi
ness Income (New York: The Macmillan Company, 1952J, 160 pp.
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that accounting primarily is a tool for management accounta
bility hold to invested (historical) costs as the most
relevant amounts in judging management's handling of the
resources committed to its use.

Or, some feel the tradi

tional objectivity of accounting evidence would be under
mined by introducing methods which would modify the accounts
i "7

to reflect the current price level.
The effect upon accounting records and statements of
the principle of stable dollar is all-pervasive.

Accounting

is concerned with enterprise data ultimately expressable in
dollars; as such the principle affects the basis for all
accounting.

Moreover, this principle is reflected in other

principles.

Probably its greatest impact is upon principles

concerning determination of net income.

Closely allied is

its impact upon the predominant acceptance of historical
cost as the basis for asset valuation and cost allocations
to various periods.

The principle is also reflected in the

carrying value of debts--at face amounts and unadjusted for
variations in purchasing power.

Owners* residual equity

reflects the principle through the amounts determined for

^ S e e Finney and Miller, Principles of Accounting-Intermediate, p. 167; Norton M. Bedford, "Accounting
Measurements of Economic Concepts," The Journal of Account
ancy. CIII (May, 1957), 57-58; William A. Paton, “"Measuring
Profits under Inflation Conditions: A Serious Problem for
Accountants," The Journal of Accountancy. LXXXIX (January,
1950), 16-19; Thomas G. Higgins, "Financial Statements and
Inflation," New York Certified Public Accountant. XXX
(March, 1960), 169-179; and Raymond C. Dein, "Price Level
Adjustments--Fetish in Accounting," The Accounting Review.
XXX (January, 1955), 3-24.
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current and past net Income, assets, liabilities, and his
torically valued investments.
A judgment as to the fairness to all parties must be
made in light of the effect of the principle upon the spe
cific reporting situation.

In the past, in periods of

rising prices the general effect of the principle has been
to overstate profits.

Reported profits included amounts

arising from managerial ability and also amounts arising
from specific and general price increases.

Inasmuch as

these separate profits were material and were not stated,
misrepresentation existed.

Society segments formulated

judgments and took actions based upon financial misrepre
sentations of their rights and interests in the enterprises;
the principle produced results unfair to those segments.
Another general result of the stable dollar princi
ple is the incomparability of successive years1 financial
statements, other things being equal.

Inasmuch as individ

uals relied upon such uncomparable statements as though they
were in fact based on constant purchasing power, their
rights and interests were misrepresented and they may have
taken actions they would not have taken otherwise. Such
comparisons are not fair to all society segments.
The problem of fluctuating purchasing power is per
haps the greatest one facing the profession today.

Cer

tainly we could not hope to solve it in this study. We can
only hope that its unfairness will be sufficiently realized
to promote further research on alternatives producing fair
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results and on the means to implement those alternatives-and not the least of all, that the profession is willing to
reject the stable dollar principle.
Objectivity
The principle of objectivity has meaning in two
interrelated areas, objectivity in evidence and objectivity
in viewpoint.

The latter is normally associated with

(though not limited to) the independence of the auditor.
Here we shall concentrate upon the first area of objective,
verifiable evidence.
Objectivity focuses upon the origin of the informa
tion which is recorded in the accounts and ultimately
appears in summary form on the financial statements and sup
plementary reports.

When accounting information and facts

are verifiable by contractual or other independent evidence
and have been free from personal bias in their development,
those accounting data are said to be objective.^®
Since accounting is concerned with some financial
aspects of economic activities, objectivity acts as a guide
in determining which of the financial aspects are subject to
entry into the accounting records.

Moreover, the principle

of objectivity helps to guide when they are entered and the

^■®Wixon, Accountants1 Handbook, section 1, p. 19;
Finney and Miller. Principles of Accounting— Intermediate,
p. 168; American Accounting Association, "Report of the
Committee on Management Accounting,” p. 532; and Karrenbrock
and Simons, Intermediate Accounting, p. 47.
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dollar

amounts that are entered into the records. Objectiv

ity is

a consideration not only of value flows inand out of

the accounting entity, but also

of the value flows from one

stage to another within the accounting unit (such as parcel
ling out the lump sum machine cost to the products produced)•
Objectivity therefore has a significant effect upon the
financial statements.^
In his article cited above, Arnett summarized the
accountant's strict interpretation of the requirements for
objective data.

Thus, financial information is objective

when:
1.

It is free from personal opinion and
bias, which further requires
a.

'

that there actually be an exchange
of something for something, both
having "value," and
(1) this exchange be the result of
an arm's length transaction
between independent parties,
(2) this exchange be capable of
being accurately measurable in
dollars,
(3) that one of the negotiating
parties in the exchange be the
unit for which the accounting
is being done.

2.

It is substantiated or capable of being
substantiated by an independent investi
gator. 50

Many of the normal business transactions satisfy these
^Harold e . Arnett, "What Does 'Objectivity* Mean to
Accountants?" The Journal of Accountancy, CXI (May, 1961),
64.
5°Ibid., p. 65.
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requirements for objectivity from the accounting viewpoint.
Moreover, the requirements are satisfied if a cash-equivalent
price can be accurately determined by using fair market
values of the item given up or received; fair market value
is thus not excluded on grounds of subjectivity.
But accountants appear to question the strict
requirements for objectivity in some cases.

Objectivity is

abandoned when its strict use is judged to distort the mean
ingfulness of accounting statements and reports.

For

example, accountants consider the arm's length transaction
to be a guide rather than a requirement in determining the
objectivity of data.

If the data are considered useful in

reflecting the accounting entity's events, the data need not
be from bargained exchanges between independent parties as
long as the same effect is the result.

Moreover, transac

tions between two parties external to the accounting entity
can result in objective data which are acceptable for entry
into the entity records (for example, using "market" figures
in valuing inventory at the lower of cost or market)•
Therefore, the accounting entity in some cases need not be a
party to the bargained exchange; the results of the exchange
are acceptable to the entity records as long as the results
would have been the same as if it had been a party to the
exchange.51

^American Accounting Association, "Report of the
Committee on Management Accounting," p. 532; and Arnett,
op. cit., pp. 66, 68.
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Flexibility in the strict interpretation of the
requirements for objectivity also appears to arise from
other considerations bearing upon the recording.

For

example, if market prices are thought to be objective data,
then higher-than-cost prices are just as relevant as lowerthan-cost prices.

But because of the principle of conserva

tism, higher-than-cost values are ignored and only the
lower-than-cost prices are thought to be relevant for entry
into the records.

Conservatism currently outweighs objec

tivity in other cases, such as allowing for periodic depre
ciation because it results in a better matching of costs
against revenues; strict objectivity would not allow pro
rating costs over service

l i f e . 52

Therefore, accounting data must still be impersonal
to be objective, but "impersonal" is given a more flexible
interpretation.

So, apparently **. • • any data which are

considered useful are objective to accountants, provided
they are substantiated or capable of being substantiated by
an independent

p a r t y , "53

Is the current concept of objectivity fair to all

52^rnett> pp. cit.. pp. 66-67. See also W. B.
McFarland, "Concept of objectivity" (Letters), and Maurice
Mbonitz's reply thereto, both in The Journal of Accountancy.
CXII (September, 1961), 29-32; Chambers, "Some Observations
on 'Structure of Accounting Theory,1" pp. 587-588; Paton and
Littleton, op. cit.. pp. 18-21; and Moonitz, "The Basic
Postulates of Accounting," pp. 41-43.
53Arnett, "What Does 'Objectivity* Mean to Account
ants?" p. 68.
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parties?

It seems that the relevance of the data reported

is often more important to the society segments than the
adherence to the strict interpretation of objectivity.

Yet

the data reported should still meet the tests of reliability
and be capable of being verified or substantiated by other
means or parties.

The data are considered reliable and

verifiable if sound accounting methods are used, and used
consistently, and by having the data compiled and reviewed
by competent authority.

In this manner the statement user

is in part assured that the reported data are free from per
sonal bias even though along the way subjective decisions
may have affected the objective and verifiable data.*^
Inasmuch as the current concept of the principle of
objectivity contributes to more relevant and reliable data,
it is similarly fair to all society segments.

Again, objec

tivity alone does not make fair-to-all-parties financial
statements but only contributes to the overall fairness.
Personal bias is rightly eliminated, yet subjective deci
sions temper strict objectivity to make the accounting data
more relevant in showing the society segments* relative eco
nomic rights and interests in the enterprise.

With more

relevant data the segments are better.able to formulate
judgments and take actions concerning their relative rights.
In this manner the current interpretation of a "liberalized*1
principle of objectivity is fair to all parties.

^American Accounting Association, "Report of the
Committee on Management Accounting,*1 p. 532.

CHAPTER VII
ACCOUNTING PRINCIPLES BASED UPON THE POSTULATE:
APPLICATION PRINCIPLES
This chapter continues the analysis begun in the
previous chapter.

In the previous chapter we investigated

a number of "coordinating principles" of accounting selected
from the body of currently generally accepted accounting
principles.

These coordinating principles are thought to be

the traditional and fundamental accounting concepts which
coordinate the various financial accounting activities into
a body of practice.

To these coordinating principles--

currently accepted largely on the basis of usefulness--we
applied the test of fairness to all society segments.

This

test of fairness we feel should be the basic standard (cri
terion) by which to judge the acceptability of principles,
rules, and procedures.

These subordinate propositions

(principles, rules, procedures) are but means to achieving
the objective of financial accounting.

Any propositions not

mfeeting the criterion of fairness to all parties, we con
tend, should not be accorded a place in the structure of
financial accounting theory herein formulated.
The present chapter continues the analysis of cer
tain generally accepted accounting principles.
204

But here we
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concentrate on "application principles."

These principles

are the "broad guides to accounting action" upon which
specific rules and procedures are based.

The appropriate

application principle, rule, and procedure are applied to
the specific set of facts for a specific accounting situa
tion.

Our investigation of these application principles

centers around their meeting the test of fairness to all
parties, rather than their historical development.

A brief

survey of the latter is essential in some cases, however, to
bring into focus their fairness to all parties.

That inves

tigation comprises the first part of the chapter.
In the second part of this chapter we present an
example of the use of a selected application principle.
From this principle we derive the subordinate rule and pro
cedure and comment upon their role.

Then, using the basic

standard of fairness to all parties, we present an example
of employing the appropriate principle, rule, and procedure
in a hypothetical accounting situation.
Application Principles of Accounting
The application principles we investigate may be
conveniently divided into two sections.

The first section

deals with those broad principles which mainly concern the
income s t a t e m e n t . W e say "mainly" because the effects of
i

*Some of the more technical terms of accounting
which are frequently used in this chapter have not been
heretofore specifically defined, such as liabilities,
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any one principle are not confined solely to the income
statement, but also affect in various ways other reports as
well.

The second section concerns application principles

underlying the balance sheet.

Likewise, the effects of

these principles are reflected in reports other than the
balance sheet.
Principles Underlying the Income Statement
The broad application principles underlying the
income statement which we study include matching related
revenues and expenses to determine periodic net income and,
second, when the net income should be recognized as being
earned.

Third, what should be shown on the income state

ment, the effects of both ordinary and extraordinary events?
We take these ideas in that order, formulate specific propo
sitions (principles) concerning them, and test them against
the postulate of fairness to all parties.

Unless otherwise

indicated, the following discussions assume a stable price
level in order not to complicate the principle under review.

revenues, and so on. For convenience we will adopt those
definitions set out by Sprouse and Mbonitz appearing in
Appendix C. In those definitions, revenues are distin
guished from gains and expenses are separated from losses.
The AICPA has previously defined revenues and expenses as
including gains and losses. See AICPA, Accounting Research
and Terminology Bulletins: Final Edition; also see American
Accounting Association. Accounting and Reporting Standards
for Corporate Financial Statements. 1957 Revision, pp. 5-6.
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Matching Revenues and Expenses
In the previous chapter we concluded that it is
appropriate and fair to account for the continuous activi
ties of a business in discrete time intervals, normally a
calendar or fiscal year.

The approximations of a periodic

"test reading" of enterprise position and progress are
thought to be preferable to an exact determination which
would be available only at the end of the business' life,
A determination of the periodic net income of a
business is a determination of its progress— a reckoning of
the efforts against accomplishments.

Broadly speaking,

efforts are the expenses and accomplishments are the
revenues.

An excess of revenues over the expenses is an

indication of the management's effectiveness as well as a
necessarily tentative indication of the firm's progress.
The principle of matching revenues and expenses is the most
important principle in the determination of net income ,2
The matching principle usually refers to the
"accrual basis" of accounting; in most writings they are
considered as synonymous.

The main alternative to the

accrual basis is the "cash basis," which also encompasses a
set of rules and procedures for matching revenues and

^See Sanders, "Progress in Development of Basic Con
cepts," pp. 15-17; Paton and Littleton, op. cit., pp. 14-18;
Reed K. Storey, "Cash Movements and Periodic Income Deter
mination," The Accounting Review, XXXV (July, 1960), 449452; and the more sophisticatedexplanation in Kenneth
Boulding, Economic Analysis (third edition; New York:
Harper and Brothers, Publishers, 1955), 905 pp., chapter 38.
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expenses.

Under the cash basis, in its simplest form,

expenditures become expenses when paid for and receipts
become revenues when collected.

The resulting net income

under the cash basis is little more than the increase (or
decrease, if a loss) to cash.

In some small businesses the

cash basis is adequate and gives a fair indication of
efforts and accomplishments•3
In most business situations, however, the cash basis
does not give an effective and reliable measurement^ of
efforts and accomplishments whereas the accrual basis does.
The accrual basis, generally speaking, attempts to allocate
revenues to the periods in which earned (regardless of when
received) and to allocate expenses to the periods in which
benefits are derived (regardless of when disbursed).3

Xn

^See Carman G. Blough, editor, "Are Accrual Basis
Statements Always the Best?" (Accounting and Auditing Prob
lems), The Journal of Accountancy. XCIX (May, 1955), 67.
^We hesitate to use the word "measure" (see the
discussion in Chapter IV) but yield for lack of a more
expressive term. It should be understood, however, that we
are not using the term in the sense of an inherent ability
on the part of the accounting system to place "values" on
items: only people, outside the system as such, are capable
of this.
3Another alternative is the "cash receipts basis,"
which is actually a hybrid of the cash and accrual bases.
Revenue is recognized according to cash receipts (cash
basis) and expenses are allocated to the periods benefited
(accrual basis)• A major use of this method is the account
ing for installment sales. See William A. Paton, Advanced
Accounting (New York: The Macmillan Company, 1941), pp.
444-446. Regarding the cash and accrual bases, the latter
is actually an historic outgrowth of the former. The
impetus to develop accrual accounting was the desire for a
more realistic matching of revenues and expenses. Concern
ing this, Copeland said: " . . . I suggest that the
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the following discussion all references to the principle of
matching expenses and revenues should be understood to mean
the accrual basis.
We may formulate the following proposition as the
‘E t c h i n g principle.11 "In order to determine the net income
from operations of a particular period, the costs expired
(expenses) in producing the revenue should be subtracted
from the revenue earned during the period.1' Or, put more
simply:

"Income is measured by matching revenues earned

against costs consumed.

net-income concept [accrual basis] has evolved from some
thing like the 'net cash inflow' concept. In fact net
income might be defined as 'net cash inflow' corrected for
the sporadic and short-time variations so as to reveal
approximately the trend-effect of the year's operations on
the financial condition of the business. We call the cor
rections accrual accounting." Morris A. Copeland, "Suitable
Accounting Conventions to Determine Business Income," The
Journal of Accountancy. LXXXVII (February, 1948), 110. See
also George R. Husband, "That Thing Which the Accountant
Calls Income." The Accounting Review. XXXI (July, 1946),
247-249.
^Dilley, "An American Viewpoint on Accounting Con
cepts," p. 544. The latter definition assumes a broad
concept of revenues (i.e., including gains not from opera
tions) and a broad concept of costs consumed (i.e., includ
ing expenses outside regular operations— losses)• The first
definition excludes gains and losses in producing net income
from operations; matching revenues, expenses, gains an!3
losses would give overall net income. Since the first
formulation follows the definitions being used here, the
following discussion relates to that definition. Under the
definitions used here, in the income statement would appear
the following broad categories (subject to the qualifica
tions on gains and losses discussed in the "Separating
Ordinary from Unusual Items" below) • See also footnotes 29
and 31 below. Grady states the principle in the following
manner:
"A-2.

Costs of sales and expenses should be
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These statements do not say what Income Is (except
that It Is a residual amount), nor do they say how to deter
mine the proper period to which to allocate revenues and
expenses.

The statements, however, do imply subsidiary

propositions concerning the elements of revenue, expense,
and income.

Without putting these subsidiary propositions

in propositional form at this time, we may distinguish the
following considerations implied by the statements above:
Concerning revenue:
(1) Timing: What type of event signals that
revenue can be recognized as haying been
realized?
(2) Amount: How to determine the money
amounts associated with the event signal
ing revenue recognition?
Concerning expenses:
(3) Timing: What type of event signals that
costs have been consumed or have expired?

appropriately matched against the periodic sales and
revenues. It follows that there must be proper cutoff
accounting for inventories and
Revenues
liabilities for costs and exLess Expenses_________ penses at the beginning and end
Net Income from Operations of the period or periods.
Plus Gains
A-3. Appropriate charges should
Less Losses
be made for depreciation and
Net^Jtocomc^^^^
depletion of fixed assets and
amortization of other deferred
costs. A-4. Proper distribution of costs should be made as
between Tlxed assets, inventories, maintenance and expense.
Direct costs are usually identifiable and common costs
applicable to more than one activity should be distributed
on appropriate cost incurrence bases such as time or use
factors.'1 Paul Grady, "The Quest for Accounting Princi
ples" The Journal of Accountancy. CXIII (May, 1962), 47-48•
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(4) Amount: How to determine the money
amounts associated with the event
signaling cost expiration?
If income is to be considered a residual amount after match
ing revenues and expenses (in effect, a net revenue), then
we may distinguish the following considerations concerning
income:
(5) Timing: What type of event signals
that income can be recognized as
having been realized?
(6) Amount: How to determine the money
amounts associated with the event
signaling income recognition?'
One further consideration we might mention at this point:
(7) Should net income be determined by matching against
revenues both operating expenses and losses or only operat
ing expenses?

What about gains--should they affect net

income?
Each of these seven considerations must be answered
and tested against the fairness standard before we can judge
the overall fairness of the matching principle.

Actually,

each of the considerations has in practice been formulated
into statements themselves having the status of accepted
accounting principles.

We should, therefore, test each

principle separately as to its contributing to the fairness
of the overall presentation.

But space does not permit our

7Cf. Black and Champion, Accounting in Business
Decisions, p. 51; American Accounting Association, Account
ing and "Reporting Standards • . . , 1957 Revision, pp. 5-6;
ana Staubus. ’’Comments on ibid..11 pp. 16-17.
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analyzing all of them; instead we will concentrate upon
those more difficult considerations which coincidentally
dominate current discussions.

These are numbers (1), (4),

(5), and (7).
Numbers (1) and (5) may be treated together, in a
sense.

Because net income can be considered as the net

revenue after matching revenues and expenses, the event
which signals that income has been earned also signals when
revenue has been earned.

Surely net income does not arise

only with the calculation of subtracting expenses from
revenues.

Therefore, what is discussed in the following

section on the timing of income realization also applies to
the related problem of the timing of revenue realization.
The problem of allocating expired costs (number 4)
to the appropriate periods is perhaps the most perplexing
and debated problem in current accounting theory and prac
tice.

The problem revolves around using the historical

cost as the basis for asset valuations and assigning the
expired assets (expenses) to the appropriate periods.

This

phase of revenue-expense matching will be discussed in a
later section of this chapter.
Consideration number (7) above involves the nature
of net income.

Should net income and therefore the income

statement reflect only current operating revenues and
expenses?

Or should the net income figure reflect all

ordinary and extraordinary items of revenue, expense, gain,
and loss?

This aspect of income is also discussed in a
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later section of this chapter.
Let us assume for the moment that the principles
concerning the timing and amount of the revenue and expense
elements of the matching principle do In fact meet the test
of fairness to all parties.

If this be so, does the match

ing principle Itself meet the criterion of fairness to all
society segments?

Before attempting an answer to this, to

place the question In perspective a few words are In order
about revenue, expense, and Income generally.
It seems the whole problem of determining periodic
net Income has its roots in the fact of the future*s uncer
tainty.

The results of current business decisions lie in

the future, and until all the results are known, net income
can only be estimated.

Moreover, the continuing nature of

business decisions further complicates the problem by inter
mingling the results in any particular period.

As the

result of this uncertainty the accountant has come to rely
on principles of disclosure, consistency, and objective
evidence (among others) in his periodic matching of revenue
and expense in order to estimate income.**
Nevertheless, estimating income still involves
relating revenues to cash receipt and expenses to cash
disbursements— in short, relating income to cash movements.
Generally speaking, the total cash received from operations

®Storey, **Cash Movements and Periodic Income Deter
mination," p. 453.
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during the business1 life is equal to total revenue; like
wise, total cash payments during its life equals total
expense.

To pick out a particular interval within the life,

however, makes the accountant's problem one of reconciling
cash receipts with earned revenues and cash disbursements
with current expenses.

For every cash receipt not appropri

ately allocated as revenue to the current period, that
receipt represents an obligation to give future services;
therefore, a liability must be recorded.

Likewise, for

every cash payment not appropriately allocated as expense of
the current period, that payment represents the right to
receive future services; therefore, an asset must be
recorded.

Conversely, for every expense properly recorded

but not paid for in cash during the current period, a lia
bility of equal value must be recorded (or an asset
reduced).9
Should revenues be matched against expenses, or
expenses against revenues?

Actually, either way; one thing

certain, however, is that they could not be assigned to
particular periods totally independent of one another.
Either revenue or expense must be considered the prime

^Ibid., pp. 452-453. See also Norton M. Bedford,
"Critical Analysis of Accounting Concepts of Income," The
Accounting Review. XXXVI (October, 1951), 526-529, 532-533;
A. C. littleton, "Concepts of Income Underlying Accounting,"
The Accounting Review. XII (March, 1937), 13-22; Sprouse and
Moonitz, "Broad Accounting Principles," pp. 44-52; and John
G. Blocker, "Mismatching of Costs and Revenues," The
Accounting Review. XXIV (January, 1949), 33-43.
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factor and the other then associated (or matched) with it.
Cost outlays are considered to be made for the service
potential of the right acquired.

Moreover, the service

potential is acquired for its ability to produce revenue.
Revenues (generally, sales) are the accomplishments; service
potentials expired are the efforts.

The effort expended,

therefore, is usually considered to be matched against the
accomplishments produced.
be the controlling factor.

Accountants thus hold revenue to
Revenues are assigned to the

appropriate periods first, then the expenses which produced
the current revenues are matched against them to compute
current net income.

The expenses associated with revenues

assigned to future periods are actually "prepaid*' and there
fore have an asset status.

That is, revenues and expenses

allocated to future periods do not enter into current
income, but will do so in the periods to which they were
allocated.

For example, inventory is purchased for resale.

That inventory which is sold becomes the current expense to
be matched against the sales price; the unsold inventory is
therefore allocated to future periods and is thus considered
an asset.
Now to return to the question deferred.

Is the

matching principle fair to all parties, assuming all the
subsidiary propositions as set out above to be fair to all
parties?

To say it another way, only the fact of periodic

income determination is under scrutiny at this point.

The

particular amount of income attained is governed by other
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principles which in turn must meet the fairness test.
The matching principle produces an estimated net
income figure because, as we said, only at the end of the
business' life can the total net income be calculated with
any degree of accuracy.

But in spite of its tentativeness,

the society segnents have come to rely upon such periodic
income estimations as an indication of the progress of the
enterprise.
Periodic income determinations are fair to the
stockholder segment because the net income figure is an
indication of the increase of their rights and interests in
the firm.

The reported net income is an indication of the

amount the stockholder may expect to be paid in dividends,
considering expectations, conditions, past dividend policy,
accumulated retained earnings, and the like.

Also, income

is a factor in the stockholder's decisions concerning his
position relative to others in the stockholder segment and
to other segments.

Based upon his judgment about the ade

quacy of income and/or dividends from income, the stock
holder may take action to increase or decrease his holdings.
There are many forces at work, of course— economic, social,
political, psychological--but reported income is an impor
tant factor helping to shape these forces.

The stockholder

formulates judgments about the adequacy of profits in rela
tion to the resources that management had to work with, and
also his own contribution to these resources.

Moreover,

reported profits have a significant effect upon the market
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value of his stock holdings which, again, indicates his eco
nomic rights and interests in the firm.

Also, reported net

income is an important gauge of the overall effectiveness of
management as the trustee of the stockholder's funds.

Inas

much as reported net income provides these and other indica
tions of the firm's progress, the matching principle is fair
to stockholder segment.^
The matching principle is likewise fair to the man
agement segment of society.

As noted above, reported net

income indicates the effectiveness of management and there
fore indicates their individual rights and interests in the
firm.

Their continued association with the firm is based

upon their ability to meet the enterprise's objectives, not
the least of which is an adequate net income.

Income is

also a good indicator of management's ability to meet the
socially oriented goals of the enterprise.

Sustained ade

quate income confirms their meeting these goals.

Management

has a right, therefore, to periodic net income estimates as
a basis for judgments about their relative position and
future connections with the firm.^
Employees likewise have a vital interest in reported

■^See Paul L. Morrison: "Reports to Stockholders,"
X (March, 1935), 77-83; "The Interest of the Investor in
Accounting Principles," XII (March, 1937), 37-42, both in
The Accounting Review.
H-See Joseph A. Mauriello, "The Relationship Between
Accounting and Management," The Accounting Review. XXXVI
(April, 1951), 228; and Littleton, "Tests for Principles,"
The Accounting Review. XIII (March, 1938), 19.
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net income.

Their individual job security depends upon net

income being produced.

Employees, of course, are concerned

with the possibility of higher wages and improved working
conditions.

They are concerned with the future progress of

the firm and their sharing in that progress.

Profit margins

reflect consumer acceptance of the firm's products and of
competition from other firms.

Through reported income

amounts, the labor segment is able to formulate judgments
concerning their economic rights and interests in the firm
and its income, and take actions in that regard to better
12
their position and enhance their rights.
The matching
principle, thus, is fair to the labor segment.
Creditors have come to look upon net income as their
best indicator of the ability of the firm to meet its future
obligations.

Reported income is evidence of earning power

and solvency, and judgments about future earning power and
present solvency are a prime basis for decisions to lend
money or to extend credit for purchases of materials, sup
plies, acquisitions, and expansion generally.

Bondholders

are especially interested in net income because of their
preferred status for interest payments.

Inasmuch as net

income is calculated and is a financial representation of
the creditors' rights and interests in the firm, upon which

•^■^See Solomon Barkin, "Financial Statements in Col
lective Bargaining," New York Certified Public Accountant.
XXIII (July, 1953), 439-446;and Wilbur F. Pillsbury,
"Organized Labor's Views of Corporate Financial Informa
tion," The Journal of Accountancy, CV (June, 1958), 46-56.
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they may make decisions regarding those interests, the
matching principle is fair to the creditor segment.
Customers and the general public are interested in
reported profit, also, from the viewpoint of the whole
society's progress and welfare.

Reported income indicates

the fairness of management policies concerning pricing
products and public relations.

An adequate profit is a

gauge of the firm's contribution to the national product and
its productive capacity.

Enterprise profit also helps to

allocate the national resources into and out of firms and
industries depending in large measure upon the reported
income.

Customers and the general public have such economic

rights and interests in the firm's progress; that the re
ported profit is a representation of these interests, the
matching principle is fair to those segments.
The government segment looks to enterprise income as
a major source of its taxation revenues.

Normally the tax

able income is calculated differently than accounting net
income; nevertheless, the accounting net income indicates
the government's interest in the firm's operations as a
source of revenue.

Reported profits serve other purposes

connected with the government interest, of course, such as
being the basis for rate regulations or calculations, or to

l^see Neil H. Jacoby, "Some Trends in the Interpre
tation of Business Profits," in AICPA, Technical Papers from
the 62nd Annual Meeting (New York: American Instituteof
Certified Public Accountants, 1950), pp. 42-43.
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judge compliance with certain laws, to name only two of the
most obvious.

The matching principle is fair to the govern

ment segment, therefore, because it permits certain judg
ments and actions to be taken concerning its rights and
interests in the firm.
The principle of matching revenues and expenses to
produce a periodic net income amount, therefore, is fair to
all parties and helps to achieve the financial accounting
objective by communicating data which gives in part a finan
cial representation of the relative economic rights and
interests of the economy segments, in order that they may
formulate judgments and take actions thereupon.
Income Realization Timing
As we pointed out above, recognizing the time that
income is realized^ is one facet of the overall problem of

^*We select "realized” here instead of "earned" on
the basis of majority usage. The two words, especially the
former, are used inconsistently and in different ways in
various situations in accounting terminology. The 1957
Revision gives the following definition of "realization,"
which we will adopt for our discussion here: "The essential
meaning of realization is that a change in an asset or lia
bility [thus evidencing revenue and income] has become
sufficiently definite and objective to warrant recognition
in the accounts. This recognition may rest on an exchange
transaction between independent parties, or on established
trade practices, or on the terms of a contract performance
of which is considered to be virtually certain. It may
depend on the Stability of a banking system, the enforce
ability of commercial agreements, or the ability of a highly
organized market to facilitate the conversion of an asset
into another form." For an explanation of the various ways
that accountants use the concept of "realization," see
Floyd W. Windal, "The Accounting Concept of Realization,"
The Accounting Review. XXXVI (April, 1961), 249-251.
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matching revenues and expenses to determine the periodic net
income.-^

Accountants generally agree that the income is

attributable to (or, earned over) the entire process of
business a c t i v i t y B u t ,

depending upon the situation,

accountants recognize that income is realized either over a
time segment in the entire process of business activity or
at a specific time point within the entire process of busi
ness activity.
The concept of realization— whether applied to
revenues, expenses, gains, losses, income, assets, or lia
bilities— is a concept of the timing of some event.

In the

normal course of business operations, transactions are con
tinually occurring.

But within each of these transactions

we may distinguish a cycle of events or activities. ^

There

are at least six significant activities within each

■^Because the concept of realization is so broad we
limit our discussion here to income derived from normal
operations, thus excluding nonoperating transactions involv
ing gains and losses (however, the same analysis would also
apply to the latter, in general)•
•^See Philip E. Fess and William L. Ferrara, "The
Period Cost Concept for Income Measurement— Can It Be
Defended?1' The Accounting Review. XXXVI (October, 1961),
598-601; Pyleand W h i t e , Fundamental Accounting Principles.
p. 725; Sprouse and Moonitz, ''Broad Accounting Principles, 1
p. 10; May, Financial Accounting, p. 30; Gilman, Accounting
Concepts of Profit.~p. 211: Black and Champion, Accounting
in Business Decisions, p. 777; William A. Paton.~The Journal
o? Accountancy. CXII (September, 1961), 39; and H. A.
Finney, "Principles and Conventions," The Accounting Review.
XIX (October, 1944), 363.
l^See American Accounting Association, "Report of
the Committee on Management Accounting," p. 530.
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transaction cycle and therefore six different views as to
when income is realized.

These views are:

(1) throughout the complete transaction
cycle, from acquisition of production
facilities to fulfilling product
warranties;
(2) throughout the production process
equally;
(3) at the times when the production stages
are completed;
(4) at the time when production is totally
completed;
(5) at the time when the sale is made (or
at delivery, or when legal title passes);
(6) at the time of collection (or when a
legal claim arises, if different from
number 5)•
As indicated above, these activities may be further cate
gorized into activities which occur over a time period
(numbers 1 and 2), and into activities occurring at a spe
cific time point (numbers 3 through 6)•
is:

The vital question

Of all these activities within the transaction cycle, *

which activity should signal that income has been realized?
No one activity (to the exclusion of the other five)
has been agreed upon by accountants.

Generally speaking, it

appears accountants have chosen from among the alternative
realization views that one which best suited the situation,
given certain criteria for "best suited.”

In any particular

business there usually can be selected (even if arbitrarily)
that event or activity which appears critical (or necessary)
to the complete transaction cycle.

Thus the "critical
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event"^® or "significant activity" theory has been developed
to explain the point of income realization.

Depending upon

the particular business situation, then, income would war
rant recognition in the accounts at (or over) the time of
the most significant activity.
For most businesses the sale is the critical event
of the transaction cycle.

As a consequence accountants have

extended the realization-at-sale concept to be the general
case, and speak in terms of "exceptions to the general rule"
for situations warranting profit recognition at other points
in the transaction cycle.^

Some "departures from the sale

basis" which are generally accepted recognize profit as
realized at points either before or after the sale— the sale
having become the focal point.
The "production basis" (alternatives 2, 3, 4 above)
is used in certain cases meeting the criteria for realiza
tion and therefore warranting the recognition of income in
the accounts.

Alternative (2) is used in the production of

gold and silver; for recording conveniences, however, alter
native (4) is normally followed.

These products are highly

marketable at a guaranteed price and no formal selling
effort is needed.

When the product reaches disposable form,

*-®See John H. Myers, "The Critical Event and Recog
nition of Net Profit," The Accounting Review. XXXIV
(October, 1959), 528-5377“
•^See American Institute of Certified Public
Accountants, Accounting Research Bulletins, p. 11.
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therefore, profit is as good as realized and is recorded as
such.

The income realization of other basic metals normally

follows the sales basis rather than the production basis
because the same circumstances of guaranteeability do not
surround their production.

The same analysis generally

applies to agricultural products; although some guarantees
exist, the sales basis is considered preferable.
The income from long-term construction contracts
normally is realized on a production basis, under either
alternatives (3) or (4) depending upon the situation.

If

income realization is deferred until the contract is com
pleted, in effect the sales basis is being used, since upon
completion the title passes after little or no time lag.

So

the only real departure from the sales basis on long-term
construction contracts is when income is realized according
to various stages of completion (alternative 3).

Here the

critical event is production of the structure, rather than
the formality of the original contract or title passage.

As

each stage is completed a portion of the contract price is
billed, making income sufficiently certain to warrant recog
nition in the accounts.
Recording income under alternative (4) for long-term
construction contracts is usually required when uncertainty
exists in significant areas.

For example, the total cost

may be very hard to accurately estimate; or costs incurred
may vary significantly from stages of completion, thereby
eliminating the basis for billing.

In these cases
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accountants feel that recording Income on a completed job
basis Is preferable to other alternatives.
After-the-sale income recognition (alternative 6) is
normally justified in situations where title passes upon the
final collection or where the uncertainty of collection is
high.

An installment sale is the typical example.

Here,

income is realized pro rata over the period of collection.
Collection becomes the critical event.^0
The biggest problem concerning realization-one con
tinually discussed— is that of appreciation in value.
Should increases in asset values be recognized as realized
income?

Accountants generally say no.

The current concept

of realization says that an unrealized increase in asset
value may not enter into the computation of net income.

For

some asset items (e.g., marketable securities, inventories)
current value may be relatively certain and objective.

Con

servatism is the overpowering force, however, which usually
outweighs the realization principle.

^For a more thorough discussion of these bases for
income realization, see Floyd W. Windal, The Accounting Con
cept of Realization (Occasional Paper No. 5; East Lansing,
Michigan: Bureau of Business and Economic Research,
Michigan State University, 1961), 45-53; Paton. ’’Recent and
Prospective Developments in Accounting Theory," 98-101; Pyle
and White, Fundamental Accounting Principles, pp. 725-729;
Ray, AccounFing and Business Fluctuations.“pp. 17-18; Finney
and Miller. Principles of Accounting— intermediate. 173-177;
Hill and Gordon. Accounting: A Management Approach,
pp. 141-151; Delmas D. Ray, "Are Accountants Misstating
Profits?" Business Horizons. IV (Fall, 1961), 77-78; Thomas
W. Leland, "Revenue, Expenses, and Income," The Accounting
Review. XXIII (January, 1948), 17-18; Finney, ^Principles
and Conventions," 363-366.
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The realization of income principle, therefore,
encompasses the selection of the most significant activity
within the transaction cycle as the pertinent point at which
to recognize in the accounts that income has been realized.
The selection of the most significant event is usually
rationalized, its selection being based upon certain cri
teria surrounding the income realization.

What are these

criteria?
A clue to the criteria of realization is given in
the American Accounting Association definition cited above:
"a change in an asset or liability has become significantly
definite and ob iective to warrant recognition in the
accounts.*'21

jn the discussion above we have alluded to the

related criteria of certainty and measurability.
For an item to be sufficiently objective it must not
be subject to different interpretations by different people.
The item must appear substantially the same to all account
ants inspecting it.

If the quality of measurability exists,

if the item can be measured with reasonable accuracy by
various people, then objectivity is largely assured.

This

assurance of objectivity exists in spite of certain subjec
tive decisions which may enter into the measurement.

Objec

tivity is not destroyed because those decisions by various
people are similar, being based on similar interpretations
of the item by the decision-makers.

21-See footnote number 14 of this chapter.
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The second criterion of certainty relates to the
definiteness or permanence of the change.

The change must

appear unlikely to be reversed in some way in the future.'
The accountant's judgment must enter here regarding cer
tainty, as

it

also does with

objectivity.^

Combining the

criteria for recognizing the change with the item changed,
we have the overall test for realization of income:
1.

the monetary amount of the . . . income
can be definitely determined or can be
estimated with a reasonable degree of
accuracy.

2.

One of the following is true:
a.

An exchange transaction has taken
place with an independent, outside
party and
(1) Cash or marketable securities
have been received in the amount
of the increase or
(2) In the accountant's judgment,
the completion of the transaction
is virtually certain.

22

b.

A contract or commercial agreement
has been entered into, and the service
related to that contract or agreement
has been utilized.

c.

The enterprise has been legally re
lieved of some of its liabilities.

d.

In the accountant's judgment, it is

These criteria of measurability and permanence
were adapted from Windal, The Accounting Concept of Realiza
tion. pp. 75-76; see also the criteria of certainty and
ohjectivity which are discussed in Myers, "The Critical
Event and Recognition of Net Profit," pp. 528-532.
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a virtual impossibility that <~n asset
increase will be reversed. 23
Reflecting upon these criteria we can readily see why
accountants do not accept the first two views presented
above as to when income is realized.^

The changes in the

item throughout the production and transaction process are
indeed real, but the utility value added is not sufficiently
definite nor can it be objectively measured accurately
enough to satisfy the accountant.
Such, then, is the current principle of income real
ization.

Is it too strict to produce results fair to all

society segments?

It would seem that the principle produces

income results which similarly affect all society segments.
The argument of the realization principle is that
until the most significant activity takes place and certain
criteria of definiteness and objectivity are met, income
should not be regarded as realized.

In these cases the

amount of income is sufficiently indeterminate to preclude

. 23ffindal. ”The Accounting Concept of Realization,"
p. 256, The author applies these criteria to revenue and
income. The only change the present writer would suggest
would be in 2a(1), to read "cash or other valid
assets. • •
see Faton and Littleton, o£. cit., p. 46.
Cf. the tests in Sprouse and Moonitz, "Broad Accounting
Principles," pp. 14-15.
^Generally, economists hold that income is earned
and realized according to the first two alternatives, i.e.,
throughout the complete transaction cycle or throughout the
production process equally. Obviously the difference in the
accountant's and economist's views lies in what each means
by "realized." See the related discussions in Bedford,
"Accounting Measurements of Economic Concepts," pp. 58-60;
and Windal, The Accounting Concept of Realization, pp. 8-20.

229
making reasonably accurate estimates of it.

Just where to

draw the line is a matter of judgment.
As a practical matter, approximations may be made
(however accurate) to show that the bulk of the income was
earned in a period other than that of realization.

From the

vantage point of hindsight this is true; looking at it from
the other direction is entirely different--the realization
may never take place.

Thacker correctly pointed o u t ^ that

the period in which the cost efforts actually produced the
income appeared to be immaterial.

Persons interested in

enterprise earning power, he concluded, are primarily inter
ested in the precise timing of revenue and income recogni
tion, rather than in a principle which assumes the precise
timing to be insignificant.
denied.

These arguments cannot be

The question reduces itself to this:

Is an approx

imate income figure during the period when the change in
value takes place more useful--and more fair--than a figure
bearing a greater degree of definiteness and objectivity
recognized at a later date.^
At the present stage of accounting development the
income realization principle produces results which cannot
be considered unfair to the society segments, in our

^Ronald J. Thacker, "A Study of Income Statement
Concepts" (unpublished Doctoral dissertation, Louisiana
State University, 1961), p. 98.
26see Oswald W. Knauth, "An Executive Looks at
Accountancy," The Journal of Accountancy, CIII (January.
1957), 31.
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judgment.

We feel, however, that there is room for great

improvement in techniques of utility value added measurement.
When these techniques are produced and a new principle of
income realization formulated, they should be subjected to
the same test of fairness to all parties.

If it is judged

to produce results fairer than the current principle pro
duces, the new principle should replace the current concept.
In the meantime, perhaps supplementary reports could show
approximations of unrealized profit, adequately spelling out
the assumptions under which the approximations were derived.
Such presentation would probably increase the utility of the
general-purpose statements to the user of those statements
and enable him to obtain a better picture of his relative
economic rights and interests in the enterprise.
Another alternative would be to devise methods which
would allow the change in value to be reflected in the asset
or liability, but not to affect current income.

The corres

ponding adjustment would be directly to an equity adjustment
account so labeled in the owners* equity section of the
statement.^7

But since it is beyond the present scope to

develop and test alternatives to currently accepted prac
tices, we will not pursue the point further.

27'See Sprouse and Mbonitz, o£. cit.« pp. 42-44, for
a similar proposal. This suggestion has been made for many
years by various writers; for example, see Alfred Grey,
"*One Economy* Concept of Financial Accounting and Report
ing," The Accounting Review, XXVII (January, 1952), 121; and
Faton, "Recent and Prospective Developments in Accounting
Theory," pp. 129-130.
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Separating Ordinary from Unusual Items
In discussing the validity of matching expired costs
(expenses) against earned revenues, we pointed out that a
causal relationship was presumed to exist between those two
factors*

Moreover, accountants presume that revenues and

expenses occur in a regular pattern through normal business
operations.

Perhaps most important of all, they assume the

revenues and expenses can be determined with a reasonable
degree of accuracy.
Certain events occur, however, which seem to have no
causal relationship to current operations and which are
usually nonrecurring, yet affecting the financial health of
the firm to an extent which can be measured relatively accu
rately.

Typical events not coming within the normal

revenue-expense matching process,, and therefore are "extra
ordinary,*1 include fire losses, gain or loss from sale of
capital assets, corrections of prior period errors, or an
advantageous settlement of liabilities.
An important question is:

Should these extraordi

nary events be included or excluded from the calculation of
current net income?

^Backer, "Determination and Measurement of Business
Income by Accountants,*' p. 244. See also Gilman, Accounting
Concepts of Profit, pp. 132-133. The AICPA defines "extraordinary,r~as used above in the following manner:
*'. . . items which in the aggregate are material in relation
to the company's net income and are clearly not identifiable
with or do not result from the usual or typical business
operations of the period." American Institute of Certified
Public Accountants, Accounting Research Bulletins. p. 63.
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As the question suggests, there are two opposing
general views concerning its answer.

One view (the "all-

inclusive" concept) holds that all items of gain and loss
and prior years1 corrections should be included in the com
putation of net

i n c o m e .

The opposing view (the "current

operating" concept) holds that "all items of profit and loss
recognized during the period are to be used in determining
the figure reported as net income," except that there will
be excluded items meeting two tests, (1) "items which in the
aggregate are material in relation to the company's net
income" and (2) "are clearly not identifiable with or do not
result from the usual or typical business operations of the

^Referring to the income statement outline in foot
note number 6 above, the item "net income" would therefore
include extraordinary items. This generalization may not be
representative. In its 1957 Revision, the American Account
ing Association made the distinction between "net income to
shareholders" and "enterprise net income" in the following
paragraphs:
"The realized net income of an enterprise measures
the effectiveness as an operating unit and is the change in
its net assets arising out of (a) the excess or deficiency
of revenue compared with related expired cost and (b) other
gains or losses to the enterprise from sales, exchanges, or
other conversions of assets. Interest charges, income
taxes, and true profit-sharing distributions are not deter
minants of enterprise net income.
"In determining net income to shareholders, however,
interest charges, income taxes, proTTt-sharing distributions, and credits or charges arising from such events as
forgiveness of indebtedness and contributions are properly
included. . . . "
(P.S.) In its earlier statements no such
distinction was made. In our opinion the basic allinclusive concept has not been abandoned by this distinc
tion. For further comments, see Staubus, "Comments on
ibid.," pp. 19-21; and Mautz, "1957 Statement of Accounting
and Reporting Standards," p. 552.
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period."30

Thus, such extraordinary items would be excluded

from the net income computation (i.e., increase or reduce
retained earnings directly) when their inclusion in the net
income figure would impair its significance so that mislead
ing inferences might be drawn from that figure.31
At the present time there appears to be a sort of
stalemate between the opposing camps.
pitted against the other's.

One's arguments are

There can probably be no recon

cilement between the two until there is a compromise of
each's view as to what, fundamentally, is (or should be) the
nature of "net income" and the purpose of the income state
ment.
Proponents of the all-inclusive concept see the
income statement as a historical report and as such should
be a complete history of what happened within the year.

On

the other hand, current operating performance proponents see
the income statement as disclosing ordinary income attrib
utable to a particular period, and therefore an indicator of
the earning capacity of the firm.

Thus in the latter's

view, the chief utility of the income statement lies not in
its historical nature but as an aid to estimating future

^American Institute of Certified Public Accountants, Accounting Research Bulletins. p. 63.

31

Ibid. Thus, again referring to footnote number 6
above, the categories of "gains" and "losses" would include
nonoperating items judged not extraordinary enough to be
excluded from the net income computation.
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i n c o m e ,32

Their opposing arguments ultimately can be traced

to this fundamental distinction.
We may summarize the opposing arguments in the fol
lowing manner:33

Advocates of the all-inclusive concept

argue that:
(1) mere size, unusualness, or timing should
not be allowed to change what would
otherwise be an item of revenue, expense,
gain, or loss into something else;
S^See Kerrigan, "Criticisms of the Tentative State
ment of Accounting Principles," p. 56; Henry Serlin,
"Accounting Through Income or Surplus," The Accounting
Review. XVII (July, 1942), 296; and Thacker, w A Study of
Income Statement Concepts." The latter, generally, is a
case for the "earning power" approach.
^Adapted from Finney and Miller, Principles of
Accounting— Intermediate, pp. 73-77. See also KarrenBrock
and Simons. Intermediate Accounting, pp. 36-39; American
Institute of Certified Public Accountants, Accounting
Research Bulletins, pp. 59-65; M. C. Conick, "The Nature of
the Income Statement," in AICPA, New Developments in
Accounting. 1946 (New York: American Institute of-Certified
Public Accountants, 1946), pp. 19-23; Samuel J. Broad,
"Capital Principle," The Accounting Review. XVII (January,
1942), 33-34; James L. Dohr, "Current Developments in the
Formulation of Generally Accepted Accounting Principles,"
Massachusetts Society of Certified Public Accountants News
Bulletin. XlX (October, 1945), 5-6; Samuel J. Broad, "Need
for Continuing Change in Accounting Principles and Prac
tices," The Journal of Accountancy, XC (November, 1950),
410-4ll; Maurice H. Stans, "Modernizing the Income State
ment," The Accounting Review, XXIV (January, 1949), 7-8;
Wendell jp. trumbull, "Disclosure as a Standard of Income
Reporting." The Accounting Review. XXVIII (October, 1953),
471-481; Trumbull, "All-Inclusive Standard," The Accounting
Review, XXVII (January, 1952), 3-14; W. A. Hosmer, ’’The
Effect of Direct Charges to Surplus on the Measurement of
Income." The Accounting Review. XIII (March, 1938), 31-55;
Kerrigan, ^Criticisms of the Tentative Statement of Account
ing Principles," pp. 55-57; Serlin, "Accounting Through
Income or Surplus," pp. 294-302; and R. K. Mautz, "Emphasis
on Reporting. Not Calculation, Could Settle Income Statement
Controversy," The Journal of Accountancy. XCVI (August,
1953), 212—216.
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(2) the sum of reported net incomes for a
series of years should be the aggregate
net income for those years;
(3) charging retained earnings with certain
ains and losses implies nonrecurrence;
n fact, business history reveals that
they do recur and that over the years the
losses have exceeded the gains, thus the
current operating concept would have
exaggerated enterprise earning power;

f

(4) often it is a matter of opinion as to
whether an item is operating or extra
ordinary; this causes inconsistent
treatment of like items within the busi
ness and between businesses0 Moreover,
earnings per share may vary widely
because of such inconsistencies;34
(5) some so-called extraordinary items are
closely related to operations of a series
of years; permitting corrections or other
adjustments to retained earnings creates
an opportunity for manipulation in com
puting net income;
(6) many statement users are not aware that,
under the current operating concept, they
must go to the retained earnings state
ment to get the remainder of the story on
events occurring in the year reported
upon.
Conversely, the proponents of the current operating concept
hold that the income statement should show revenue and
expense items applicable to the regular operations of the
current period.

Their arguments to support their position

are along the following lines:

Stans, in "Modernizing the Income Statement,”
p. 7, reports tnat "in one company the earnings per share
for one particular year could have been reported as either
$2.86, $3.11, $3.87. $3.90, $4.12, $4.15, $4.91, and $5.16,
depending upon whether certain items were considered to be
material or distortive.”
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(1) Net income from normal operations during
the year is the most important of all the
figures on the income statement. Although
only one of numerous figures to be consid
ered in judging earning power, the net
income should reflect what happened during
the year as a result of normal operating
transactions. Including only normal items
makes trend comparisons easier and more
valid for one company and between companies.
(2) Distortion of the reported net income
results under the all-inclusive concept if
material corrections are allowed to affect
the current income calculation. Moreover,
the distortion is in the opposite direc
tion of the original error, which presumably
distorted some prior year's reported net
income. Trend indications are therefore
misleading.
(3) Management and accountants are better able
to judge what is ordinary or extraordinary,
granting the difficulty of such a determina
tion. Under the all-inclusive concept the
reader is left to his own devices to judge
the extraordinary and nonrecurring nature
of the item in determining what is attrib
utable to normal operations.
(4) The disclosure of all material extraneous
and extraordinary items and corrections
should be full, but made in such a way as
to avoid any possible distortion and con
fusion on the reader's part concerning
regular operations of the firm during the
year.
Which view is followed in current practice?

In its

Bulletin 43, the AICPA Committee on Accounting Procedure
reiterated an earlier bulletin which supported the current
operating concept of net income and the income statement.35
A prominent practitioner summed up the prevailing practice

35see footnote number 30 above and the accompanying
text.
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in the following paragraphs:
A-5.

Nonrecurring and extraordinary gains
and losses should be shown separately
from the ordinary and usual opera
tions •

A-6.

There is a strong presumption that all
gains and losses will be included in
periodic income statements unless they
are of such magnitude in relation to
revenues and expenses from regular
operations as to cause the statements
to be misleading,36

Does this practice help to produce results that are
a financial representation of the relative economic rights
and interests in the enterprise of the society segments?
Further, are the results fair to all segments?
Our analysis would be similar to that presented
above for matching revenues and expenses, coupled with the
arguments given above in support of the opposing views;
these ideas need not be repeated in detail here.

Generally,

the income statement must be meaningful and useful to the
individual.

The emphasis, then, should be on the content of

the statement; preferably the final figure should be a
representation of the normal operating results for the
period.

Necessarily there must be judgment (depending upon

the circumstances) as to the nature and materiality of the
item in question.

The materiality of the extraordinary item

must be judged in view of the complete income statement
rather than the final figure alone, for all the operating

^^Grady, "The Quest for Accounting Principles,"
p. 48.
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results may have occurred under abnormal conditions during
the year.

As pointed out above, a single year's net income

figure does not in itself indicate earning capacity.

This

judgment must be the product of a study of the items in a
number of years* income statements.^7
Advancing the current operating concept's case for
fairness, in our opinion, is the fact that there is full
disclosure of all extraordinary items in a way in which dis
tortion is eliminated (granting that this relies upon judg
ment) . We feel that the net income figure which excludes
material extraordinary items results in a more meaningful
interpretation of the individual's rights and interests in
the firm.

Likewise we feel such a presentation avoids con

fusion on the part of the reader, to the greatest extent
possible.
Our answer, then, is a "yes" to the first question
above relating to the principle's meeting the accounting
objective.

On the second question concerning the fairness

of the principle, we conclude from the discussion above that
the current operating concept produces results which are not
unfair to all parties.

Consciously using the concept to

manipulate the figures to the desired net income result
would, of course, be unfair to all sectors of the economy,
since those results are a misrepresentation of the sectors'

37

J See the discussion on "Significance of Net Income"
in Arthur Andersen & Co., Accounting and Reporting Problems
of the Accounting Profession, pp. £7-3£.
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interests in the firm.
Principles Underlying the Balance Sheet
In the section above we discussed some of the broad
application principles underlying the income statement.
These included principles involving matching revenues and
expenses, when net income is considered as realized, and the
exclusion of extraordinary items from the net income compu
tation.
We continue our discussion of certain broad applica
tion principles, now turning to those underlying the balance
sheet.

Concerning the balance sheet, Brasseaux pointed out

that:
The balance sheet has evolved to include
an array of unexpired costs, monetary re
sources, and liquidation-valued assets and
these are equated with maturity-valued claims,
original owner investment and retained earn
ings. The statement does not represent nor is
intended to represent the sum total of in
vested costs, nor the present market or repro
duction value of the resources, nor the value
of the enterprise in case of liquidation. The
assets admitted for balance sheet purposes
contain rather a variety of items whose values
have been determined by means of various
assumptions and objectives. . . .
Liability
claims, i.e., generally those with definite
maturity date, are stated usually at maturity
value. Residual ownership interests are
stated partially at legal amount invested and
partially at the amount of accumulation of
computed income which has been retained since
inception.38

38Brasseaux, "An Analysis of the Balance Sheet in
View of Recent Emphasis on Income Determination," pp. 37-38.
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This passage suggests a number of broad application
principles underlying the balance sheet and its elements of
assets, liabilities, and owners' equity.

Likewise, within

each element we can distinguish a number of principles.^
Because each of these balance sheet elements has many facets
whose effects are far-reaching, we will be able to concen
trate in the discussions below only on certain selected
principles underlying two elements.

The first concerns

assets and their valuation; the second involves liabilities.
Fairness to all parties remains our basic standard for
acceptance of the principles.
Assets Recorded at Cost and Allocated
to Periods Benefitted
In its 1957 Revision» the American Accounting Asso
ciation distinguished between monetary assets and nonmone
tary assets.

Concerning the former, it said:

Monetary assets— cash or claims to cash—
should be expressed in terms of expected cash
receipts adjusted for collection delay where
significant. • • . Other claims to cash may
require adjustment to measure current realiz
able amounts. . . .
In every case, however,
the amount of monetary assets should be based
on discernible, measurable, and reasonably
certain collection and availability of cash.^0

3^For a substantial list of principles underlying
assets, liabilities, and owners' equity elements, see Grady,
"The Quest for Accounting Principles," pp. 48-49,
Accounting Association, Accounting and
Reporting Standards for Corporate Financial Statements. 1957
RevisionT p. 4.
^American
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Nonmonetary assets, however, have other bases of valuation.
It is to this nonmonetary group of assets that the following
discussion relates.

Further, the heading of this section—

assets recorded at cost and allocated to periods benefitted— in common usage is the greater part of the "cost
principle"; we shall adopt this latter terminology for con
venience in reference.
The cost principle has been stated by Pyle and White
to encompass the following:
(1) All assets and services acquired by a
business enterprise are measured at date
of acquisition by the cost incurred to
secure the asset (or service) and place
it in position or condition for business
use.
(2) Costs incurred are measured by the
amounts invested on a cash or cashequivalent basis. If the consideration
given for the particular asset is cash,
the measure of cost incurred is the
entire amount of the cash outlay made to
secure the asset and get it ready for
use. If the consideration given was
other than cash, the measure of the con
sideration is the cash-equivalent value
of the consideration, or the fair value
(on a cash-equivalent basis) of the
thing received, whichever is the more
clearly evident.
(3) Costs incurred should be so classified
as to facilitate subsequent accounting
for these costs. • • .
(4) For each accounting period the amount of
costs absorbed in producing revenue or
otherwise expired, should be determined
and deducted from revenue in the determi
nation of net income for the period.41
^ P y l e and White, Fundamental Accounting Principles.
pp. 724-725. In addition to historical cost's generally
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In their more compact version of the cost principle, Finney
and Miller embody essentially the same concepts as are in
the two quotations above:
Subject to generally recognized exceptions,
and excluding cash and receivables, cost is
the proper basis of accounting for assets
and expenses, and accounting records should
reflect acquisition costs and the transforma
tion, flow, and expiration of these costs .4-2
Thus, the cost principle bears upon "cost outlays"
in four stages or forms:
and unexpired.

acquisition, conversion, expired,

First, cost is the monetary expression of

the properties and services acquired in external exchange

underlying asset valuation, it can also be extended in con
cept to liabilities and owners' equity accounts, as in the
following: "Assets • . . [generally, as in the quotation
above]; liabilities representing the receipt of cash or its
equivalent should be carried in the statements at the amount
of the proceeds, with adjustments of discount or premium
from period to period to reflect the approach to maturity;
stockholders' equity should be carried at the amounts paid
in by stockholders or contributed by others plus or minus
the cumulative results of operations and distributions."
Henry T. Chamberlain, "Accepted Accounting Principles," in
Ohio State University, College of Commerce and Administra
tion, Proceedings of the Fourth Annual Institute on
Accounting (Columbus: Ohio State University, T94TJ, p. 4.
Actually,these applications of the cost principle to lia
bilities and owners' equities are but the other side of the
asset valuation coin as expressed in numbers (1) and (4) in
the quotation above. However, this serves to point out the
all-pervasive nature of the cost principle. See also Paton
and Littleton, o£. cit., pp. 37-43.
^Finney and Miller, Principles of AccountingIntermediate. p. 169. Regarding the exceptions mentioned,
probably the most noteworthy is the inventory valuation rule
of "lower of cost or market." A departure from cost is
justified in the case where the utility of the goods is no
longer as great as its cost. See AICPA, Accounting Research
Bulletins, chapter 4, and the related discussion in Sprouse
and Mbonitz, o£. cit.. pp. 30-32. See also the section on
conservatism In our previous chapter.
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transactions.

Second, these properties and services may be

combined to produce new forms; the costs of the combined
factors thus attach to the new forms.

Third, the properties

and services acquired are left in their original state or
their converted form, but whatever their form, they expire
either in the current period or in a future period.

Those

costs that expire in the current period, whether producing
revenue (an expense) or deriving no benefit (a loss), become
part of the net income calculation (assuming them to be not
distortive) and are shown on the income statement.

Fourth,

those properties and services expiring in a future period
(that is, expected to produce revenues in a future period)
currently have asset status and thus are shown on the
balance sheet.^3
We have mentioned above and in the previous chapter
three principles which are pertinent to the cost principle;
these are the going concern, matching revenues and expenses,
and income realization.

The current context of the going

concern principle says that assets committed to be used up
(or expiring) in the normal business operations should be
accounted for in the amount of the invested cost less

^ S e e American Accounting Association, "Report of
the Committee on Management Accounting," pp. 528-529; and
A.A.A.. Accounting and Reporting Standards for Corporate
Financial Statements. 1957 Revision, p p . 4-5. 6 : Paton and
Littleton, op. cit.. pp. 13-14; 24-45. 66-68; William A.
Faton, "Cost and Value in Accounting," The Journal of
Accountancy. LXXXI (March, 1946), 192-199; AICFA Research
Department, "Corporate Accounting Principles," The Journal
of Accountancy. LXXX (October, 1945), 259-266.
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depreciation thereon, and that current costs are irrelevant.
The matching principle pits revenues against expenses, but
of itself does not specify the make-up of the expenses in
terms of current or historical cost figures.

Some expenses

may represent current costs (e.g., wages) whereas other
expenses may represent currently expiring historical costs
(e.g., depreciation).
In spite of the apparent relation of the going con
cern and matching principles to the cost principle, the
actual basis for the almost exclusive use of historical
costs in the accounts is the income realization principle.
The income realization principle maintains (generally) that
only income which has been realized in the current period
may be included in and reported as net income for the
period.

Thus appreciation in value is ignored as long as it

remains unrealized; historical cost becomes the basis for
income calculation.

Historical cost, then, applies to

inventories as well as other assets; only the latter was
ostensibly included under the going concern concept.

There

fore, until the nonmonetary assets are allocated to the
periods benefitted, they are deferred historical cost items
having no relation to current costs.

An additional argument

is the practical expediency of carrying forward unexpired
cost;s on the books from period to period, without adjustment,
until they are allocated to a particular period.^
^Engelmann, "In Search of an Accounting Philoso
phy," p. 389; Broad, "Applicability of Generally Accepted
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Therefore, the problem of asset valuation cannot be
separated from the problem of expense determination for net
income calculation, and the realization principle demands
that historical cost be used for both phases of the cost
outlay.
How do accountants know when an asset has changed to
an expense?

As we noted above, expenses are incurred for

the purpose of generating revenue0

Revenue generated in a

certain period would thus have matched against it the ex
pense bringing about that revenue.

For example, the cost of

the product sold is matched against the revenue generated by
its sale.

Usually, however, there is not such a direct

relationship between specific expenses (expiring costs) and
revenues generated.

If a direct relationship cannot be

established, the cost is considered to become expired when
the service potential inherent in the cost is "used up11 and
thus contributes toward earning the revenue in general.
Cost expirations may thus be classified into two
broad categories, "product" costs and "period" c o s t s T h e
former includes those cost expirations relating to the

Accounting Principles,11 p. 32; Samuel J, Broad, "Cost: Is
It a Binding Principle or Just a Means to an End?" The
Journal of Accountancy. XCVII (May, 1954), 583-584; Storey,
"Revenue Realization,Going Concern and Measurement of
Income," p. 237; Thacker, "A Study of Income Statement
Concepts," p, 96.
^ B e s i d e s product and period costs other classifica
tions may be noted, such as direct and indirect, variable and
fixed. Although normally these have their own definitions
and overlap in certain areas, we may consider them as synony
mous for our purposes here.
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product being produced and sold, and consequently being
directly affected by the volume of business activityi The
category of period costs includes those cost expirations
related to time, rather than to business a c t i v i t y . W i t h i n
each category those costs expiring which generate no revenue
are called a loss, and those generating revenue are called
an expense.
Generally speaking, probably the most significant
item within the product expense category is that of cost of
goods sold; in the period expense category, most significant
usually is depreciation.

It should be noted at this point,

therefore, that the various methods for valuing cost of
goods sold for income determination purposes (LIFO, FIFO,
average, etc.), and that the various depreciation methods of
allocating costs of fixed assets (straight line, sum of the
years1 digits, declining balance, etc.) are in effect alter
native rules by which to apply the cost expiration phase of
the cost principle.

Since they are rules, they are outside

our present scope, which is to investigate the broad princi
ples.

We should emphasize, however, that since they do

represent alternatives by which to apply the broad princi
ple, each alternative should be tested against the postulate
of fairness to determine the propriety of its being included
within the accounting structure.

^ S e e Fess and Ferrara, MThe Period Cost Concept for
Income Measurement— Can It Be Defended?” p. 598.
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As we discussed above, the general criteria for
realization of income included measurability and permanence.
These criteria also apply to cost expirations.

Thus,

expenses may be considered incurred when the service repre
sented by the cost has been utilized in earning revenue.
Likewise, losses are considered incurred when the service
represented by the cost has diminished and has not benefitted the revenue-producing activity of the firm.

In both

cases, the expired cost has no discernible future benefit to
the firm since the service potential has been utilized or

lost.^
What, then, in light of the discussion above, are
the general results of the cost principle?

For the moment

we must isolate the cost principle and assume a stable price
level.
Generally speaking (i.e., ignoring monetary assets
and the effects of specific inventory valuation and depre
ciation rules), the cost principle produces a balance sheet
and income statement composed of amounts stated at histor
ical. costs rather than current costs.

In the balance sheet,

nonmonetary assets are stated at historical cost less what
ever allowance has accumulated to reflect depreciation or
other expiration of useful or recoverable cost.

Liabilities

are stated at the amount of the proceeds or obligation, with

^ S e e Windal, The Accounting Concept of Realization,
pp. 75-82. •
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adjustments for discount or premium periodically to reflect
the periods benefitted in its approach to maturity.

Owners*

equity is stated at the amounts paid in by stockholders or
contributed by others, plus or minus the cumulative results
of operations and distributions.^®
In the income statement current revenue has matched
with it expenses which include both current cost expenses
and historical cost expenses.

But since we here assume a

stable price level, current expenses would be the same as
the expenses which reflect the historical costs that have
expired in the present period.
With such results and under such conditions we
submit that the cost principle is fair to all parties, since
it permits a financial representation which indicates the
relative economic rights and interests in the enterprise of
the society segments.

With such information an individual

can make judgments and take actions based upon his inter
pretation of his relative position.
However, remove the condition of a stable price level and the results produced by the cost principle are not
fair to all parties.

Since many of the costs incurred are

applicable to and benefit many future periods, when those
historical costs are matched against current revenues, com
parability may be invalidated because of price-level
AO

Chamberlain, "Accepted Accounting Principles,*'
p, 4,
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changes.

Dollars of different purchasing power are matched
An

to give a net income result of questionable significance.H7
likewise the balance sheet becomes a set of hetero
geneous purchasing-power dollar amounts.

Granted, histor

ical costs do represent amounts actually expended for costs
applicable to future periods; they are objectively deter
mined and historically factual.

Objectivity may be

diminished somewhat, however, by subsequent allocations to
periods benefitted.

These arguments do not outweigh the

usefulness of current costs, in our opinion.
In time, however, [historical] cost may
lose its significance as a result of changes
in customs, changes in markets or currency
inflation or deflation. It may also become
less useful as a measure of accountability
where accretion has occurred.50
The society segments need current information upon
which they can determine their relative position and make
judgments and take actions regarding the rights and inter
ests.

Under conditions of a changing price level, the

historical cost principle does not provide this basis for

C. W. Bastable, "Tomorrow’s Accounting?” The
Journal of Accountancy. CVII (June, 1959), 54-55; see also
Thomas H. Sanders, "An Analysis of the Forces Which Are
Shaping the Future of Accountancy,” The Journal of Account
ancy. XC (October, 1950), 288; Abe L. Shugerman,""^Historical
Costs vs. Deferred Costs as Basic Concepts for Financial
Statement Valuations.” The Accounting Review. XXVI (October,
1951), 492-495; Chambers, ”Some Observations on ’Structure
of Accounting Theory,1” p. 588; A. C. Ellis, "Cost Basis in
Accounting Must Be Used Unless We Upset Our Whole Business
System.” The Journal of Accountancy. XC (July, 1950), 40-45,
•^Broad, "Need for Continuing Change in Accounting

Principles and Practices,” p. 411.
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judgments, so we must find the principle unfair to the
SI

society segments. x
Actual and Contingent Obligations
Recognized When Existing
As stated in the definitions above, liabilities are
obligations to convey assets or perform services resulting
from past or current transactions and requiring settlement
in the future.

Liabilities represent the legal claims

against the firm with each liability having a definite or
/

reasonable determinable maturity date.

Also, each liability

has an independent value which is known or is reasonably
measurable.

Depending upon the agreement, settlement of the

obligation may be by payment in cash or in other assets,
performance of services, substitution of another liability,
or on occasion by conversion into an ownership interest.52
The questions of timing and amount arise in
51

A number of alternatives have been suggested that
would present current information. These include supple
mentary information not incorporated into the accounts, and
index numbers applied to the historical cost data, among
others. Their presentation and testing, however, are beyond
our present scope. For excellent arguments on the pro and
con of historical costs, see Willard J. Graham, "The Effect
of Changing Price Levels upon the Determination, Reporting,
and Interpretation of Income," The Accounting Review. XXIV
(January, 1949), 15-26; C. R. Niswonger, "The Interpretation
of Income in a Period of Inflated Prices," The Accounting
Review. XXIV (January, 1949), 27-32; and A. C. Littleton,
"Significance of Invested Cost," The Accounting Review.
XXVII (April, 1952), 167-173.
"^Sprouse and Mbonitz, "Broad Accounting Princi
ples," p. 37.
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considerations of liabilities, just as they do for assets,
expenses, and revenues.
and permanence apply.

Again the criteria of objectivity
Usually neither the maturity date nor

the amount of the obligation needs to be known exactly for
the obligation to be recognized as a liability of the enter
prise.

Nor does the party to whom payment will be made need

to be Immediately or specifically identifiable (e.g., as in
product warranties).

Thus, the liability should be recorded

as it becomes sufficiently definite and objective, even
though the actual legal liability has not yet arisen.^3
From these observations on the nature of liabili
ties, we may formulate a broad application principle.

The

two following definitions from the literature are especially
expressive of such a principle:
All known liabilities should be recorded
regardless of whether the definite amount is
determinable. If the amounts cannot be
reasonably approximated, the nature of the
items should be disclosed in the face of the
summary of liabilities or by footnote.54

" •

Equities [creditors' and owners'] should be
accorded accounting recognition in the period
in which money t goods, or services are re"ceived on obligations incurred, and -should be
measured initially by the agreed cash con
sideration or its equivalent. The elimination

^^Windal, The Accounting Concept of Realization,
pp. 70, 85; and Sprouse and Mbonitz, "BroacT Accounting
Principles," p. 37.
"*^Grady, "The Quest for Accounting Principles,"
p. 49, paragraph D-l.
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of an equity should be recognized in the
period in which it ceases to exist.55
From this broad principle, then, would flow subsidiary
propositions concerning specific types of liabilities (such
as current, long-term, contingent) and the valuation of
those liabilities.****

All of these subsidiary formulations

and their attendant rules and procedures would have to be
subjected to the test of fairness to all society segments.
Our main concern here, then, is with the broad
application principle of recognizing and recording the obli
gations of the business in the period incurred and removed
in the period in which they cease existing.

Is it fair to

all parties?
The stockholder segment has the residual claim upon
the assets of the business after the claims of the cred
itors.

Creditors* claims represent various types of

financing and therefore may exist in different forms; the
total financing pattern is completed by the stockholders*
investment.

The stockholders need to know the prior claims

on the firm*s assets so that they can properly appraise
those claims in relation to their own.

All information con

cerning the firm*s liabilities and pertinent to the stock
holder's appraisal, therefore, should be shown in the

^American Accounting Association, Accounting and
Reporting Standards for Corporate Financial Statements. 1957
RevislonT p. 7.
■***For example, see Grady, "The Quest for Accounting
Principles," p. 49, paragraphs D-2, D-3, D-4.
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balance sheet in order to show a fair representation of the
stockholder's rights and interests in the enterprise.

From

this presentation the stockholder may formulate judgments
and take actions regarding his position with respect to
other stockholders and creditors.

Whatever his judgment or

action, it must be made with an adequate knowledge of the
facts about the firm's obligations.

Thus, inasmuch as this

broad principle provides the facts about all liabilities,
the principle is fair to the stockholder segment.
Stockholders judge the management segment, which is
responsible for both the obligations incurred and the assets
under its control.

Only by including all the firm's assets

and obligations in the representation of the firm's finan
cial position may the results achieved by management be
fairly judged.

Information regarding all rights to the use

of property and the corresponding right of creditors and
stockholders is essential to formulate opinions about man
agement's performance.

From the other view, while the

failure to record some liabilities may put management in a
more favorable light, such a procedure would be unfair to
management as well as to the other society segments.

This

is because a misrepresentation of interests is made and the
judgments based upon it would be different had the misrepre
sentation not been made.

Moreover, management's own welfare

is based upon the progress and position of the firm; a fair
presentation thereof is essential to their continued associ
ation with the firm.

Therefore, the recognition of the
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significant obligations that are incurred is essential to a
financial accounting which is fair to management.
The labor segment likewise needs to be kept informed
about the firm's obligations.

Facts about the firm's obli

gations and its ability to meet them are very important to
the welfare of the employees, and are a substantial element
in management-labor negotiations.

The interest of labor in

the obligations of the firm is from the viewpoint of their
continuing employment, increased wages, and better working
conditions.

Their interest in the production facilities

which makes possible their enhanced welfare therefore causes
an equally intense interest in the claims upon those facili
ties.

Liabilities are an important part of the overall

financial condition of the firm, and a full recording of
these liabilities is necessary for a fair accounting for the
rights of the labor segment.

The principle, therefore, is

fair to the labor segment.
The liabilities of the firm represent the claims
upon the business of the creditor segment.

The individual

creditors owed by the firm are interested in the firm's
financial position and progress, both as an indication of
its ability to pay outstanding debts and as an indication of
the earning capacity of the firm.

Upon these factors judg

ments are formulated about the creditor's relative interest
and whether additional credit should be extended.

Unless

all existing obligations are reflected in the balance sheet,
it cannot be a basis for judgment and therefore would be
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unfair to the creditors.

Since the principle requires full

recognition of existing obligations, the principle is fair
to the creditor segment.
Also the firm's customers are interested in its
obligations.

Customers are concerned with the prices they

pay and the quality of the products and services purchased.
They are also concerned with a continuing source of supply
at reasonable prices.

In certain cases there may be an

interest in the size of profits made on customer purchases,
continuing guarantee arrangements, and adequate financing
for effective operation.

Customers are interested in the

firm's obligations from the viewpoint of their being a part
of the financial structure of the firm.

A strong financial

structure, in light of existing and expected conditions,
gives an indication of how well the firm may be able to live
up to its agreements with customers.

A full statement of

the firm's liabilities is necessary, therefore, for an
informed judgment on the part of customers.

So the princi

ple produces results which are fair to the customer segment.
The interests of the government and general public
involve essentially the came considerations as presented
above for the other five segments and that the financial
representations of the firm's position and progress are fair
to those segments.

In this way the principle is also fair

to the government and general public segments. ^
^Arthur Andersen & Co., The Postulate of Account
ing. pp. 37-40.
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Use of a Principle in Specific Problems
We demonstrated in the section above that the appli
cation principle requiring recognition and recording of the
firm's liabilities in the period incurred and eliminating
them in the period when they cease to exist is fair to all
society segments.

Similarly, in the previous sections of

this chapter and in the previous chapter, we pointed out why
certain other application and coordinating principles were
fair or unfair to the society segments.

The next step then

is to apply the particular principle to a specific account
ing situation.
Rules and Procedures: Their Derivation
and Role
The propositions which apply the principle to the
specific situation are rules and procedures.

Accounting

principles are those generalizations and concepts which act
as broad guides to action, whereas a rule is a directive
detailing the manner in which the principle should be
applied to a specific situation.

A procedure is a group of

step-by-step instructions by which the rule is accomplished.
Of course, all three levels of abstractions are the means of
obtaining the objective.
Since most accounting situations are repetitive in
nature, the propositions which apply the principle to the
situation have become more or less standardized.
plicating matters, there are alternative rules and

But, com
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procedures to implement the principle.

For example, one may

select from the alternative rules of LIFO, FIFO, average, or
specific identification (to name only a few), in applying
the cost principle to the valuation of inventories.
Further, within each rule there may be alternative proce
dures, although normally this is of little consequence
because procedures are largely of a mechanical nature and
merely carry out the directive (rule)• Where there are
alternative rules to apply the principle, however, each
alternative should be tested against the postulate of fair
ness to all parties.
The role of rules and procedures, therefore, is to
implement the particular principle in a specific accounting
situation.
tional.

The derivation of rules is largely proposi-

Consider the cost principle, for instance.

Various

rules which implement the cost principle in the area of
inventory valuation (LIFO, etc., as above) are only differ
ent interpretations of what is cost, being stated in the
form of propositions.

Procedures are more related to rules

in their derivation than rules are to principles.

Proce

dures are step-by-step instructions--actually elaborations
on the rule*s inherent mechanics--detailing how to apply the
rule to the facts of the situation.

Procedures are neces

sarily co-extensive with rules in the nature and scope of
the subject matter, therefore.
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Example of Propositions1 Use in
an Accounting Situation
The relationship between the principle and the sub
ordinate rules and procedures which implement it and their
roles will be demonstrated in the following example.
The accounting situation selected to illustrate the
use of a principle and its rules and procedures involves the
matter of long-term leases.

The situation is not new; for

many years managements have decided to lease productive or
service facilities rather than to buy them.

Leasing facili

ties has become more important in recent years, however,
because leasing has become a major method of financing,
especially in certain industries.

The decision to lease

rather than to buy involves consideration of many business
factors and much accounting data, but the decision is one
for management, and not for accountants, to make.

Our inter

est here is not in the factors bearing upon the decision to
lease; rather, it is in the accounting for the lease once
the decision has been made.
Contracting to lease certain properties creates
rights to their use and, concurrently, the obligation to pay
58
for those rights.
Clearly, two broad application princi
ples are involved here.

Since, by our definition, assets

*>®Whether the contract is actually a long-term lease
or a purchase agreement depends upon the facts of the situa
tion and the conditions of the contract. For purposes of
brevity in our illustration, let us assume that the entire
amount of the rental payments is for the acquisition of
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are the rights to the use of properties from which to derive
future economic benefits, and since liabilities represent
the obligations to pay for those rights, then the broad
principles concerning assets and liabilities (which were set
out above) are applicable to the accounting for the leasing
situation.

In the discussions above these principles were

demonstrated to be fair to all society segments (disregard
ing the effects of price-level changes)•

The problem now is

to implement these principles in the accounting for a
particular lease agreement.
In current practice there are alternative rules
which may be used to implement the principles involved,
Myers discusses in detail the two basic methods (or rules)
of handling lease transactions in the accounting state
ments,-^

Most common is the first rule of reporting the

cash outlay as an expense of the period to which it pertains

property rights, and therefore that no purchase per se is
involved. Further, whether the lease is the result of a
sale-leaseback agreement or a conventional lease is of no
consequence to the illustration. Moreover, our illustration
only considers the lease accounting from the viewpoint of
the lessee; naturally it assumes that the lease in question
is material in nature and amount. Concerning the provisions
which would be determining to differentiate between a lease
agreement and a purchase agreement, see John H. Myers,
"Reporting of Leases in Financial Statements," Accounting
Research Study No. 4 (New York: American Institute of
Certified Public Accountants, 1962), pp. 4-5, 71-82.
59Ibid., pp. 34 et seq. Actually here we are simul
taneously dealing with alternative rules and procedures each
implementing both the asset and liability principles. To
avoid repetition we will not separate the alternative rules
and procedures pertaining to assets from those pertaining to
liabilities•
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and to ignore an actual accounting for any commitments to
make future payments or the rights acquired to the use of
properties.

In this case the details of the agreement would

be disclosed to some extent in a statement footnote or by
other means such as a letter to stockholders.
The second method (rule) to account for long-term
leases is to consider the agreement as a financial transac
tion in which an asset is acquired and an obligation is
created.

Accordingly, the asset and related liability are

recognized by accounting for them in the company's records
and then including them in the balance sheet among other
asset and liability items.

The property rights and lease

liability would be amortized according to some lease life
estimate and payment schedule, both depending upon circum
stances and provisions of the agreement.

In addition to the

balance sheet effect from recording the asset and corres
ponding liability, the income statement would also be
affected by the second method.

When the leased assets are

carried on the accounting records and reflected in the
balance sheet at the present value of the obligation (in
order to eliminate the effect of interest), there will be a
periodic charge to income for the amortization of the asset
value and also a charge for the current interest due.

Both

elements, amortization and interest, need not necessarily
equal the periodic rental payment (since the latter is a
matter of contract), although both would be a current
expense to be matched against revenues.

However, over the
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period of the lease the sum of the periodic charges would be
60
equal to the sum of the rental payments.
A third alternative may be mentioned, that of making
no disclosure of the existence of a long-term lease agree
ment other than the expense item for the current cash outlay
being shown in the income statement.

This alternative may

be dismissed at the outset, however, as being unfair to all
society segments because it does not result in information
which indicates the segments' rights and interests in the
firm.
The procedures which would carry out the rules (the
two basic methods, as above) would involve pro forma journal
entries and statement forms detailing in step-by-step fashion
the amortization and presentation of the asset, liability,
and expense items relating to the lease, and the supplemen
tary information that should be contained in the footnote
to the statements.
The question now is which rule results in a fairer
presentation of the leasing agreement, the first which shows
the expense in the income statement and details of the

60
_Ibid.. p. 34. In his Chapter 4, Myers presents
the case for balance sheet disclosure, to which the reader
is referred.
61
See Myers, "Reporting of Leases in Financial
Statements," pp. 56-62, and Arthur Andersen & Co., Account
ing and Reporting Problems of the Accounting Profession,
pp. 23-25, for pro lorma procedures relating to the second
rule. See also American Institute of Certified Public
Accountants, Accounting Research Bulletins, pp. 125-127, for
procedures relating t o the first rule.
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obligation in the statements' footnotes, or the second rule
which shows the expense in the income statement and the
present value of the asset and liability in the balance
sheet?
Despite certain economic and legal consequences
pointed out by Myers, we judge that the second rule results
in a fairer presentation of the society segments' rights and
interests.
The consequences cited as reasons for excluding the
present value of leases within the balance sheet (i.e.,
arguments against the second rule) generally pertain to
difficulties of objectively determining the statement
amounts, the contingent legal liability of public account
ants, and the "possible catastrophic effect upon management,
stockholders and creditors under outstanding indentures,
current and changing tax laws, and regulation of industry.
Other objections revolve around the possible extension of
the lease-disclosure rule to other commitment items, the
difficulties attendant to any transition period, and the
adverse effect upon the lessee's credit standing.^3
No doubt some of these fears are real, but most

^^Alvin Zises, "Disclosure of Long-Term Leases," The
Journal of Accountancy. CXI (February, 1961), 47. Also see
other "disadvantages"cited by Zises and summarized by
Myers, "Reporting of Leases in Financial Statements," pp.
53-54. Pertaining to these disadvantages, see within the
Myers study the comments on pp. 68-70.
63jjyer8, "Reporting of Leases in Financial State
ments," p. 53.
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objections to balance sheet Inclusion appear to be rational**
izations, or if valid, exaggerated to some extent,

Myers

answers the above objections and points out that the most
important consequence (which in our judgment outweighs all
the listed adverse consequences) is that disclosing future
lease rentals on the balance sheet would "represent a more
complete accounting for financial position.

‘Financial

position' as shown by the balance sheet and the various
ratios typically computed from it," he continues, "will be a
function of the economic position of the business and not of
the legal forms used to acquire the use of property."

More

over, "decisions on financial position will not have to rely
upon the validity of adjustments made by the user of the
balance sheet to overcome an accounting deficiency."^4
Under the first rule cited above (footnote disclo
sure only), the statement user is largely left to his own
devices to reconstruct a financial picture of the firm that
will make possible intelligent appraisals of the adequacy
and utilization of capital assets, of the managerial re
sults, and of the user's relative rights and interests in
the firm.

With the property rights and related obligations

not being shown within the body of the balance sheet, the
statement user would have inadequate information for judging
whether the rights acquired do actually constitute assets
similar to legally owned assets or whether the related

64Ibid., p. 52.
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obligations are in substance debt of the firm.*’**
For an individual within any of the society segments
to make a realistic appraisal of his rights and interests in
the firm and to make decisions and take actions regarding
his position relative to other individuals and segments, he
must have complete and reliable information about the firm*s
assets and liabilities.

When the lessee acquires a property

right under a long-term lease agreement, and correspondingly
incurs a determinable obligation, these items of asset and
liability should be recorded in the accounts and reflected
in the balance sheet and income statement (in the latter,
showing the current amortization of the asset)•

In so

doing, management discharges its responsibility for the
financial reporting of material assets and liabilities more
adequately than if only a footnote were used.

The role of

footnotes should be to provide supplementary facts and
explanatory narratives; the footnote should not be the
primary source of data, especially for important data bear
ing heavily upon the existence of some of the firm's assets
and liabilities.

Besides being fair to management, the rule

directing accounting recognition and balance sheet presenta
tion of significant leased properties and attendant obliga
tions is also fair to the other society segments because it
fkS

John L. Hennessy, "Recording Lease Obligations,"
The Journal of Accountancy. CXI (March, 1961), 43. This
article takes the opposite view of the article by Zises
cited above.
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permits their more accurate appraisal of their relative
position and the making of more dependable decisions than
they would make if they did not have that asset-liability
information and presentation.^
Summary
This and the previous chapter presented a number of
generally accepted accounting principles selected from the
body of accounting literature.

To these accounting princi-

ples--categorized as coordinating and application principles
according to their nature--we applied the test of fairness
to all society segments.

Each of the principles are propo

sitions which, when implemented by rules and procedures,
advance the objective of accounting.

To illustrate the

implementation of a particular principle, an accounting
situation was posed in the previous section of this chapter.
The situation specifically and directly involved two appli
cation principles.

Also, although not developed in the

illustration, a number of coordinating principles that were
discussed in the previous chapter bear upon the illustration
in a general way.

To the rules implementing the principles

we applied the criterion of fairness to all parties.

The

objective of accounting is the chief aim, but the focus in
attaining that goal is fairness to all parties.

*^See ibid.. p. 46.

CHAPTER VIII
OVERVIEW AND SUMMARY OF CONCLUSIONS
Interdependence, mutual responsibility, and mutual
accountability are all bywords o£ the world in which we
live.

In the area of financial and economic relationships,

the profession of accountancy has been established to
record the effects of those relationships and ultimately to
report on the carrying out of one's responsibilities and
accountabilities•
Over the years a framework of theory and a body of
practice have evolved for recording and communicating the
financial and economic relationships of people and firms.
That great advances have been made is evident when one com
pares currently accepted accounting principles with the
practices of the early 1900's.

Yet, despite these advances,

the profession cannot claim a truly coordinated and authori
tative structure of accounting theory and a sound and
uncontradictory body of practices built upon that theory.
The integrating force between coordinated theory and sound
practices seems to be lacking in the current structure of
accounting.
In addition to the lack of an integrating force,
266

267
complications arise in the development of the structure of
accounting from unsettled terminology and disagreements over
the scope and nature of accounting principles.

There is no

doubt that accounting is in a period of great transition;
now is the time to settle terminology differences and to
introduce and develop that now**lacking integrating force
which will give consistency, cohesion, and balance to the
overall structure of accounting theory and practice.
The integrating force we feel should be the postu
late (or basic standard) of fairness to all parties.

This

postulate should be the test for all the propositions which
purport to advance the ultimate objective of accounting,
thus integrating the 'H^hy*' of theory with the "how11 of
practice.
The structure of enterprise financial accounting
theory may be characterized as a series of levels of
abstractions, each subordinate level having a narrower scope
than the level above it.

The highest level of abstraction

in the structure would be the objective of enterprise finan
cial accounting.

Thus, every subordinate proposition would

in some way help to attain the objective to be worthy of
being included within the structure.

The subordinate propo

sitions include principles, rules, and procedures.

As

pointed out above, the postulate of fairness is the inte
grating force between these abstractions and serves as the
basic criterion by which to test the results of propositions
which implement the objective.

In limiting our scope for
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this investigation, we have selected what we believe should
have the first emphasis, the foundation of financial account
ing*

Included in this foundation are the objective, the

postulate, and broad principles*
In proposing a structure of accounting based upon
levels of abstractions coordinated by the postulate of fair
ness, the first step we must take is to see what effect that
proposition would have upon what is done in current prac
tice.

This study, therefore, develops the objective of

financial accounting and the postulate of fairness to all
society segments as a basis for the structure, then applies
that basis to some currently generally accepted accounting
principles*

A completion of this first step (which is out

side the scope of our study) would involve applying the same
basis to the rules and procedures which implement the
currently followed principles.
The second step in developing an accounting struc
ture based on fairness would be to test those principles,
rules, and procedures which have been proposed but which are
not now accepted in current practice*

As the third step*

other principles, rules, and procedures would have to be
formulated and tested against the basic standard of fairness
to all society segments*

The second and third steps are

also outside the scope of our study*
main point to keep in mind:

Whatever the step, the

the accounting environment and

social customs and modes of thought are constantly changing;
accounting propositions reflecting these factors must also
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be in a process of evolution.

As propositions become out

moded and unfair, new ones, also judged by the criterion of
fairness, should take their place.
The Perspective of Accounting Environment
To gain a better understanding of the reasoning
underlying a structure of accounting based upon fairness to
all parties, we presented discussions designed to put that
structure in its proper perspective.

The first factor which

gives perspective is the environment in which accounting
operates; certain elements of that environment help to shape ,
the discipline of accounting.
The first element of the accounting environment is
that of our language.
burden:

It presents both a blessing and a

a blessing because it enables people to communicate

and share knowledge; a burden because many words do not have
a definite enough meaning to avoid ambiguity.

The account

ant's stake in language is that it is his means of recording
and reporting to all the society segments upon the financial
and economic aspects of the resources committed by society
to satisfy its wants.
Accounting is commonly referred to as "the language
of business."

This means that accounting is a medium of

expression by which the many events and relationships of a
financial and economic nature of an enterprise are communi
cated to interested parties.

Being a language, accounting

involves the three elements of communication:

the communi

cation object (business activities and results of decisions);
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the communicatee (outside parties receiving and using finan
cial statements); and the communicator (management, giving
an accountability report in the form of financial state
ments) •
Probably the most influential factor in the account
ing environment is the relation of accounting to other
disciplines.

Accounting is basically an information system

and, as such, is influenced and shaped by economics, statis
tics, law, and social and moral attitudes.
Accounting and economics have the same objectives of
knowledge; both examine the individual economic unit as well
as the entire economic body of a country; both investigate
the administration of scarce resources and the determination
of income.

In brief, the existence and changes in wealth

are the focus of both disciplines.
from slightly different viewpoints.

That focus, however, is
Economics is largely

concerned with the society as a whole and wealth in general,
whereas accounting is largely concerned with the individual
society units and the wealth of each unit (especially of the
individual enterprise).

This observation was followed by a

discussion of the similarities and relationships between
accounting and economics.
Both accounting and statistics involve methods of
quantifying data; their scopes are the major distinguishing
factor.

Statistics is concerned with the collection, tabu

lation, analysis, presentation, and interpretation of any
type of quantitative data.

Accounting, on the other hand,
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is concerned only with data which ultimately may be quanti
fied in money terms.
Accounting exists within the environment of law
because accounting is vested with the public interest.

Both

disciplines are "human-service institutions" and thus are
interested in public policy to the extent that the rights
and interests of all parties must be considered.

The legal

influence is felt by accounting through many avenues:
prescribed procedures relating to recording financial trans
actions, regulatory agencies, tax regulations, and court
rulings.
Another important factor shaping the environment of
accounting is the operation of the economy and the entities
within it, and the interrelationships between the two.
Organizations are a coordinated association of individuals.
This association is built upon three elements:

cooperation

in the activities of people; rational coordination of those
activities; and an accounting entity concerned with the
activity, however broadly conceived.
A further aspect of the economy as a factor in the
environment of accounting is that a standard unit of cur
rency is used in the economic system, and this standard unit
serves as the common denominator of all accounting records.
Moreover, money is used as a medium of exchange, generating
prices in the market for goods and services exchanged.

Thus

the price system existing within a market economy is a part
of the accounting environment.
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As the economy has grown, the major entities within
the economy, business enterprises, have evolved from one
form to another.

Generally speaking, in that changing en

vironment accounting theory and practice have followed the
evolution of business forms.

Today the corporation is in

the dominant role and as a consequence public accountants
have become established as having a special responsibility
to outsiders as well as to the corporation management.

To a

large extent accounting data represent information in which
all segments of society have some right or interest; there
fore, those data can no longer be considered secret and
available only to a few "insiders,"
The Perspective of Accounting Theory
In addition to the environment in which accounting
is practiced, there exists an environment in which account
ing theory is developed.

By surveying the past and present

of accounting principles we obtain a perspective on account
ing theory.
In 1953 the AICPA Committee on Terminology defined
an accounting principle as a "general law or rule adopted or
professed as a guide to action; a settled ground or basis of
conduct or practice."

Postulates were subordinated and

described as unproved principles derived from experience and
reason.

Eventually, if accepted as useful and widely used,

they attained the status of generally accepted accounting
principles•
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A different view of the nature of a postulate was
taken by Moonitz in his Accounting Research Study No, 1, in
which he defined postulates as "the basic assumptions upon
which principles rest,"

Thus he described aspects of the

accounting environment (such as discussed in our Chapter II)
as postulates to be accepted as self-evident facts.

That

analysis was extended in the Sprouse-Mbonitz Accounting
Research Study No. 3,, in which was formulated a tentative
set of broad accounting principles for business enterprises.
The approach in this dissertation to a general
framework of financial accounting theory is slightly differ
ent.

We begin with a stated objective of accounting, then

formulate a basic postulate which is conceived as being the
basic standard by which all subordinate propositions are
judged.

Those propositions include principles which are

broad guides to action, rules which are instructions detail
ing the manner of applying the appropriate principle to a
specific situation, and procedures which are step-by-step
directions that apply the rule to the facts of the situation.
We mentioned above that the postulate should be
fairness to all society segments.

The standard currently in

use by the profession is "general acceptance" based upon
"usefulness in the situation."

The discussion of the cri

teria of "soundness" and "usefulness" lead to the conclusion
that the criterion of usefulness cannot be considered supe
rior to the alternative criterion of soundness.
The perspective of accounting theory is completed by
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a brief survey of some significant contributions to the
literature.

There we discussed works by Gilman; Sanders,

Hatfield, and Moore; Faton and Littleton; Littleton; the
American Accounting Association; and the American Institute
of Certified Public Accountants.
Broad Objectives of Enterprise Accounting
The objective of accounting is our starting point
for a coordinated and consistent structure of accounting.
It is the broadest generalization and comprehends all the
propositions subordinate to it.
After a survey of the evolution of accounting objec
tives, we formulated a broad objective of all accounting.
This objective is based on the conviction that accounting
responsibilities transcend service to the owners and man
agers of enterprises to the service of society.

Accounting,

we believe, expresses economic facts and relationships
through the media of financial statements, and communicates
the contributions and relative economic rights and interests
of the society segments.

The society segments are stock

holders, management, labor, creditors, customers, govern
ment, and general public.

All of these segments must be

able to rely upon a fair and impartial accounting of the
firm's operations and position.
From this social concept of accounting responsibil
ity and the relation of accounting to other disciplines, the
following was adopted as a definition of accounting in its

275
broadest sense:

,f. • • accounting is a synthesis of con

cepts, rules, and techniques designed to facilitate under
standing and control of economic activity.*'

From this

definition could be derived definitions for each stratum of
accounting.

Our concern is with the stratum of enterprise

accounting, and within that, the area of financial account
ing.

Thus, we next formulated the definition of enterprise

accounting to be as follows:
Enterprise accounting is a control and commu
nication system which involves gathering,
compacting, interpreting, and disseminating
economic data for purposes of judgment formu
lation or action taking.
Then, after surveying a number of statements by
writers concerning what they felt to be the objective of
enterprise accounting, we formulated the following objective
as the basic generalization of the enterprise accounting
structure:
The objective of enterprise accounting is to
provide an information-communication system
by gathering, compacting, interpreting, and
disseminating economic data, in order to
facilitate judgment formulation or action
taking by the economy segments.
The two areas of enterprise accounting are the
financial and the managerial.

Our view of managerial

accounting is that it includes all aspects of the develop
ment, presentation, interpretation, and communication of
economic data for the information and guidance of managers
at all levels of the enterprise.

From this concept and the

overall enterprise accounting objective (as above), we
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formulated an objective for managerial accounting.

But

since our study Is primarily focused upon the financial
area, the objective of the managerial area was stated solely
for Illustrative and comparative purposes.
Assimilating the ideas previously presented concern
ing the relation of accounting to the disciplines of eco
nomics, statistics, and law, and upon the statement and
discussion of the objective of enterprise accounting, we
arrived at the following objective for the financial area:
The objective of financial accounting is to
provide an external information-communication
system by gathering, compacting, interpret
ing, and disseminating economic data which
gives a financial representation of tKe
relative economic rights and Interests of the
economy segments, in order to facilitate
judgment formulation or action taking by those
economy segments.
Enterprise financial accounting is conceived by this
writer to have an essentially historical character and to
serve as a service tool to the present and the future.
Thus, in the statement of the objective we emphasize the
determination and communication of the accumulated enter
prise experience in the ultimate form of the economic rights
and interests of society segments.

Moreover, emphasizing

the social nature of accounting, in the objective we stress
the society segments, rather than the equity interests of
creditors and stockholders.

The latter have equity claims

but the society groups have economic rights and interests
which are just as valid and important.
ment is subordinated to another.

No one society seg
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As an alternative to our stated objective, we then
discussed the view predominant in today's practice of
accounting that the determination of net income is the
objective of enterprise financial accounting.

This view was

developed and finally rejected on the primary grounds that
the concept of income determination was within the field
itself, whereas we believe the objective should focus upon a
concept outside the field of accounting.

The latter belief

is derived from the very nature of accounting:

a service

tool for the present and future; it is not an end in itself.
The Accounting Postulate:
Fairness to All Parties
With the objective of financial accounting as the
starting point from which to formulate a theory framework,
we then turned to those subordinate propositions composing
the framework:
dures.

the postulate, principles, rules, and proce

The basic guideline to attaining the objective is

the postulate.

Conversely, the objective and postulate

together serve as a frame of reference for formulating prin
ciples, rules, and procedures.
The nature of postulates was discussed, concluding
that in order to be the basis for judging principles, the
postulate should be demonstrable and provable from a study
of the environment and modes of thought and customs of all
segments of the business community.

Thus, self-evident

postulates to be taken for granted could not serve as our
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criterion*

The postulate, then, serves as an essential pre

requisite to be met by the subordinate propositions*
The postulate of fairness to all society segments
was selected as the most pertinent to our social concept of
accounting and the environment of accounting*

This postu

late was selected after considering possible alternative
postulates of usefulness in the situation, justice, and
truth.

Other alternatives, based upon the characteristics

of the environment, were discussed in Chapter II.
The concept of fairness is a social concept, finding
its expression in the forms of laws, customs, business con
duct, administrative decisions, religious beliefs, and the
like, of the time and place.

Economic rights and interests

of the society segments are based upon mutual interdepend
ence, and arise out of the social and legal environment and
the customs, conduct, decisions, and beliefs of the society
segments*

Accounting, therefore, adopting the collective

social concept of fairness, would apply that concept in the
accounting for and reporting upon the various entities in
society to the holders of the economic rights and interests
in those entities.
The entity's financial statements and supplementary
reports are the media through which accounting gives a
financial representation of the society segments' relative
economic rights and interests in the entity*

Since each

segment is entitled to a fair statement of its relative
position regarding its interests, no one segment is to be
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favored at the expense of the others.

The structure of

interests in an entity is constantly changing as a result of
decisions and actions on the part of individuals in the seg
ments; each decision and action is for the purpose of better
ing the individual's relative position.

The nature and

amount of items in the financial statements vitally affect
each group, therefore.

A misstatement of one segment's

interests necessarily causes a misstatement of the other
segments' interests; an unfair reporting (either favorable
or unfavorable) to one is necessarily unfair to the other.
The accountancy profession has developed as the
attestor to the fairness of financial statements.

The cur

rent wording of the standard audit report, however, uses the
words "present fairly" in a manner which is devoid of any
ethical content.

In other words, the audit report means

that given the current set of generally accepted accounting
principles, and based upon them, the financial statements
present a "pretty good picture" of the financial position
and income of the firm for the period.

The concept of fair

ness advocated in this study very definitely has an ethical
content, objectively determined by the collective opinion of
society.

Further, fairness is advocated here to be the cri

terion for principles ultimately shaping the financial
statements, rather than the usefulness-general acceptance
criterion followed in practice today.
Society segments acquire their economic rights and
interests in enterprises by virtue of laws and social
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customs; how they were acquired is beyond the scope of
accounting.

The role of financial accounting is to deter

mine the rights and interests as they already exist in the
enterprise.

Those rights and interests attach to the

society segments because of their association with the
enterprise in the capacities of stockholder, manager, em
ployee, creditor, customer, government, or general public.
Therefore, the enterprise is a concentration of economic
rights and interests, and the enterprise financial state
ments are a portrayal of those relative interests--a fair
portrayal if meeting the test of fairness to all parties.
Such a portrayal will enable each individual to
formulate judgments or take action on his position relative
to other individuals and groups.

By evaluating the results

of past decisions and his current position he has the basis
to change his current position if he judges it undesirable.
But to be reliable as a basis for evaluation, the financial
representation must be fair to all parties.

Therefore,

accounting principles and rules must be demonstrated to meet
the test of fairness to all society segments.
Accounting Principles Based upon the Postulate:
Coordinating Principles
Accounting principles are those broad guides to
action according to which enterprise data are marshaled
into meaningful statements and reports.

The first of the

two classes into which principles may be conveniently
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categorized Is that of coordinating principles.

These prin

ciples Include those traditional accounting concepts which
have coordinating accounting activities Into a body of
practice•
The coordinating principles discussed concerned
three broad areas of accounting activity:

the concept of

the business, recording and reporting practices, and guides
which facilitate business operations and reporting on busi
ness operations.
In the first area there are the principles of the
business entity and the going concern.

The principle of the

business entity means that, for accounting purposes, the
ownership of the business rests In a fictional entity, re
gardless of the legal reality.

Furthermore, the accounting

records and reports pertain only to the activities of that
fictional entity.

After a discussion of the principle and

Its effects upon the financial statements It was concluded
that for all segments of society the financial statements
based upon the business entity principle present a fair
representation of the rights and Interests of those segments
In the business entity.

(Here, as with the analyses of the

other principles, we assume other things as being equal.)
A traditional companion to the business entity prin
ciple is the principle of the going concern.

This concept

is usually stated as being an assumption that the firm will
continue in active operation for the indefinite future if
there is no evidence to the contrary.

Following this
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statement was an analysis of the going concern principle
based upon its historical development.

We concluded that

the principle no longer has any basis for existence since,
considered only by itself (i.e., apart from its connotations), the principle merely rules out an attitude of
imminent liquidation and requires asset valuation according
to intended use.

We believe that an accounting should be

made for the realities of the enterprise condition.

The

fact of continued financial health cannot be assumed as a
matter of course.

Further, if liquidation of the firm is

not pending or existing, there is nothing which requires an
accounting relevant to liquidation; if the firm is in fact
existing and growing, no principle is needed to assume this
reality.
The second area of accounting activity concerning
recording and reporting practices includes the coordinating
principles of periodicity, materiality, conservatism, con
sistency, and disclosure.
The principle of the accounting period also grew out
of the conditions spawning the going concern principle.

The

periodicity principle states that the life of a business can
be divided into discernible periods and that certain deter
minations can be made for these periods.

An investigation

led us to the conclusion that the principle of providing
periodic reports is fair to all segments of society.
The principle of materiality involves a consideration
of the existing surrounding circumstances to determine if a
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statement or fact or item is of such a nature that its dis
closure or its method of treatment would be likely to
influence the judgment and conduct of a reasonable person.
Materiality is a state of relative importance, therefore,
depending in large measure upon individual value judgments.
Is the principle fair to all parties?

The principle we con

cluded is not unfair to the society segments since their
judgments or decisions would not be affected if the item is
immaterial and would not be unfavorably affected if the item
is material.
Conservatism is an attitude existing as a reaction
to the uncertainty of the future; the principle of conserva
tism represents the accountant's "margin of safety."

The

principle may be currently stated that in matters of sincere
doubt as to which one of several equally appropriate (i.e.,
generally accepted) accounting alternatives should be fol
lowed, the choice should be that alternative which produces
the least favorable or least optimistic result.

The general

effects of applying this concept of the conservatism princi
ple are the understatement of current income and assets and
the overstatement of current expenses and liabilities.

Such

overstatements and understatements are in fact misstate
ments; they cannot be fair to all parties.

In all cases

where accounting results are influenced by conservatism, the
society segments' relative economic rights and interests in
the enterprise are misrepresented to some extent.

But since

there is doubt, there cannot be certainty in the results,
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and judgment will always be necessary in selecting the
method to follow to implement the particular applicable
principle.

The current concept and application of the prin

ciple of conservatism, therefore, produces results which are
unfair to the society segments.

A reformulated principle is

needed which would retain the element of caution but elim
inate the element of unfairness.
The application of the principle of consistency
gives assurance to statement users that the comparability of
financial statements of different periods has not been mate
rially affected by changes in accounting principles or in
the rules applying the principles.

If there have been

changes which materially affect the statements, the princi
ple requires a disclosure of the nature and effects of the
changes either in the statement footnotes or in the audit
report.

A discussion of this principle pointed to the con

clusion that it is fair to all society segments.
The principle of full (or adequate) disclosure is
simply stated as the requirement that accounting statements
and reports disclose that information which is necessary to
make them not misleading.

In the financial statements and

their footnotes, or in supplementary reports, or in an
accompanying narrative there should appear significant
information which will enable readers to properly understand
and evaluate the enterprise's financial position and
progress.

Following the statement of the principle, we

investigated the problems of what information, to whom, and
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by what means disclosure should be made.

The conclusion was

that the principle, correctly applied, results in a finan
cial presentation of the society segments1 economic rights
and interests.

This is information upon which an individual

may formulate judgments and take action regarding his posi
tion relative to other society segments.

Thus, the princi

ple is fair to all parties.
The third area of accounting activity includes two
principles which facilitate business operations and the
reporting thereon.

First, we discussed the principle of the

stable money unit, and second, the coordinating principle of
objectivity.
Accountants have for many years maintained account
ing records and produced financial statements based upon the
premise that the purchasing power of the dollar is stable.
Following this principle, accountants assume that the change
in the purchasing power of the dollar is so small as to have
immaterial effects upon the financial statements.

A current

project of the AICFA Division of Accounting Research is a
study of price-level changes, with the basic premise being
that accountants can no longer realistically ignore purchas
ing power fluctuations.

Judgments about the fairness of the

principle must be made in the light of its effects upon the
specific reporting situation.

Generally speaking, however,

in periods of rising prices the effect has been to overstate
profits (i.e., cause "paper profits")• Another general
effect is that of rendering uncomparable successive years'*
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financial statements.

Both of these effects are unfair to

all parties, and from this we may conclude that, generally,
the principle of the stable dollar is unfair to the society
segments.
Objective, verifiable evidence means that the infor
mation and facts are verifiable by contractual or other
independent evidence and have been free from personal bias
in their development.

A strict interpretation of objectiv

ity is abandoned, however, when the result is a distortion
of the meaningfulness of accounting statements and reports.
Thus, market values may be acceptable for the firm's records
even though those values were not determined in bargained
exchanges involving the firm.

Based upon the analysis of

the current interpretation of the principle, it was con
cluded that the principle of objectivity contributes to more
relevant and reliable data, and is similarly fair to all
society segments.
Accounting Principles Based upon the
Postulate: Application Principles
The second of the two classes into which principles
may be categorized is that of application principles.

These

principles are the broad guides to action upon which spe
cific rules and procedures are based.

The application

principles investigated were divided into two sections,
those underlying the income statement and those underlying
the balance sheet•
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The first income statement principle was that of
matching revenues and expenses for a periodic determination
of net income.

From this matching principle we distin

guished some considerations implied in it.

These considera

tions involved determinations of the timing and amount of
the three elements:

revenues, expenses, and net income.

Each of the seven considerations mentioned would have to be
answered and tested against the fairness standard before we
can judge the overall fairness of the matching principle.
Actually, each of the considerations has been formulated
into statements having the status of generally accepted
accounting principles.

Therefore, each of the principles

should be tested separately for its contribution to the
fairness of the overall presentation.
A brief discussion of the elements of revenue,
expense, and income followed.

Then, assuming the timing and

amount considerations of those elements did meet the test of
fairness, the question of the fairness of the matching prin
ciple was posed.

The matching principle produces an esti

mated net income figure (the particular amount is governed
by other principles); estimated, because only at the end of
the firm*s life can the total net income be accurately
calculated.

Despite the tentativeness of the net income

determination, the society segments have come to rely upon
such periodic estimations as an indication of the progress
of the enterprise.

A discussion of the uses of the estimate

to the various society segments followed, from which it was
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concluded that the matching principle was fair to all Inter
ests.

This Is because It helps to achieve the financial

accounting objective by communicating data which give In
part a financial representation of the economic rights and
Interests of the society segments, upon which they may
formulate reliable judgments.
The second Income statement principle, Income reali
zation, Is one of the considerations mentioned above, and Is
one facet of the overall problem of matching revenues and
expenses.

Accountants generally agree that Income Is earned

over the entire process of business activity.

But, accord

ing to the circumstances, accountants say that income is
realized either over a time segment or at a time point in
the transaction cycle.

Various alternatives as to when

income is realized, and the circumstances surrounding the
’’critical activity” were then investigated.

The realization

of income principle, therefore, encompasses the selection of
the most significant activity within the transaction cycle
as the pertinent point at which to recognize in the accounts
that income has been realized.
the selection.

Certain criteria are used in

Among them are sufficient definiteness and

objectivity in the change in an asset or liability; related
to these are the criteria of certainty and measurability.
The argument of the realization principle is that
until the most significant activity takes place and the
criteria of definiteness and objectivity are met, income
should not be regarded as realized.

Judgment is necessary
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in determining when the criteria are met.
tion is really:

The basic ques

Is an approximate figure during the period

when the change in value takes place more useful and more
fair than a figure bearing a greater degree of definiteness
and objectivity recognized at a later date?

At the present

stage of accounting development, the income realization
principle produces results which in our judgment cannot be
considered unfair to the society segments.
Third among the income statement principles dis
cussed, was that of separating ordinary from unusual items
in determining net income.

The matching principle provides

for ordinary revenues and ordinary expenses, elements having
a causal relationship between them.

On the other hand,

events also occur which seem to have no causal relationship
to current operations, yet occasionally affect the financial
health of the firm to a significant degree.

Should the

results of these events, extraordinary gains or losses, be
allowed to enter into the net income calculation?

The

opposing views of the all-inclusive concept and the current
operating concept were analyzed.

In current practice the

latter view is followed, and the principle may be stated as
nall gains and losses will be included in the determination
of periodic net income unless they are of such magnitude in
relation to regular operating revenues and expenses as to
cause the statements to be misleading."

Based upon the

arguments presented for both views we arrived at the conclu
sion that the results produced by the principle were not
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unfair to the society segments.
The second category of application principles in
cludes the principles underlying the balance sheet.

Two of

these broad principles were discussed; the first concerned
assets and their valuation and the second involved liabili
ties.
Paraphrasing one of the quotations cited in the pre
vious chapter, we may state the cost principle as:

"For

nonmonetary assets, cost is the proper basis of accounting
for assets and expenses, with accounting records reflecting
acquisition costs and the transformation, flow, and expira
tion of these c o s t s A discussion of this cost principle
brought out that the actual basis for the almost exclusive
use of 'listorical costs in the accounts is the income real
ization principle.

This principle maintains (generally)

that only income which has been realized in the current
period may be included in and reported as net income for the
period.

Therefore, appreciation in asset values are ignored

as long as they remain unrealized; historical cost becomes
the basis for income calculation.

Therefore, the problem of

asset valuation cannot be separated from the problem of
expense determination for net income calculation, and the
realization principle demands that historical cost be used
for both of these phases of cost outlays.
Generally speaking, and ignoring the effects of an
unstable price level, the cost principle produces financial
statements composed of amounts stated at historical costs.
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However, under a stable price level, historical costs would
equal current costs.

Under this condition the principle

permits a financial representation which indicates the rela
tive rights of the segments.

But remove the condition of a

stable price level and the results produced by the cost
principle are unfair to all parties.

Comparability of

amounts within a period and over periods is diminished, if
not destroyed.

Dollars of different purchasing power are

matched to give a net income result which is of questionable
significance.

Also the balance sheet becomes a set of

heterogeneous purchasing-power dollar amounts.

Under condi

tions of a changing price level, the historical cost princi
ple does not provide current information which the individual
must have to accurately determine the relative position of
his rights and interests.

Therefore, we concluded that

under the current conditions of an unstable dollar, the cost
principle produces results which are unfair to all segments.
The second of the balance sheet principles studied
concerns liabilities.

The broad principle may be worded:

”A11 known liabilities should be recorded regardless of
whether the definite amount is determinable; if it cannot be
reasonably approximated, the nature of the item should be
disclosed by footnote or by other means.”

A survey of the

importance of recording all the obligations of the business
was then made for each of the society segments.

The conclu

sion from this survey was that the principle is fair to all
parties.
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Following the presentation and subjection to the
test of fairness of a number of generally accepted account
ing principles (under the titles of coordinating and appli
cation principles), there was posed an accounting situation.
For this situation (accounting for long-term leases) we
determined the applicable principles and Investigated alter
native rules which applied the principles.

The effects were

analyzed In order to determine the fairness of the alterna
tive rules, and the rule providing the fairest presentation
was selected.

The situation was posed as an example of the

application of principles to the specific facts by means of
rules and procedures, since only a testing of the principles
was within the scope of this dissertation.
The First Step
As we pointed out at the beginning of this chapter,
three steps are involved in formulating a theory structure
based upon the postulate of fairness.

This dissertation

deals with a part of the first step.

As a basis for the

reformulated structure of accounting, the various areas were
outlined and objectives set.

Then, concentrating upon the

enterprise financial accounting area and its objective, we
derived, justified, and presented the postulate of fairness
to all society segments.

This postulate provides the basic

standard by which to judge the propriety of all propositions
seeking to advance the accounting objective.

The broadest

of these propositions (excluding the objective), coordinat
ing and application principles, were investigated and tested.
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Tremendous progress has been made by the accountancy
profession since the beginning of the present century, and
accounting is now in the process of growth and transition.
The future promises the accountant an even larger role in
the affairs of business and the national economy.

We be

lieve that only by putting the theory and practice of
accounting on a basis rooted in ethics— society*s concept of
fairness— can the profession advance at maximum speed to
fulfill its rightful role in society.
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APPENDIX A
Excerpts from the “Charter Rules*1 of the American
Institute of Certified Public Accountants
Accounting Principles Board*The general purpose of the Institute in the field of
financial accounting should be to advance the written ex
pression of what constitutes generally accepted accounting
principles, for the guidance of its members and of others.
This means something more than a survey of existing practice.
It means continuing effort to determine appropriate practice
and to narrow the areas of difference and inconsistency in
practice.

In accomplishing this, reliance should be placed

on persuasion rather than on compulsion.

The Institute,

however, can, and it should, take definite steps to lead in
the thinking on unsettled and controversial issues.
The broad problem of financial accounting should be
visualized as requiring attention at four levels:

first,

postulates; second, principles; third, rules or other guides
for the application of principles in specific situations;
and fourth, research.

*-As quoted from “Report to Council of the Special
Committee on Research Program,*' The Journal of Accountancy.
CVI (December, 1958), 62-68. (Emphasis addeHT)
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Postulates are few In number and are the basic
assumptions on which principles rest.

They necessarily are

derived from the economic and political environment and from
the modes of thought and customs of all segments of the
business community.

The profession, however, should make

clear its understanding and interpretation of what they are,
to provide a meaningful foundation for the formulation of
principles and the development of rules or other guides for
the application of principles in specific situations.

Also,

the Institute should encourage co-operative study with other
representative groups to determine that its understanding
and interpretation of the postulates are valid and to pro
vide a forum which will command sufficient respect to bring
about a change in the postulates when any of them become
outmoded.
A fairly broad set of co-ordinated accounting prin
ciples should be formulated on the basis of the postulates.
The statement of this probably should be similar in scope to
the statements on accounting and reporting standards issued
by the American Accounting Association.

The principles,

together with the postulates, should serve as a framework of
reference for the solution of detailed problems.
Rules or other guides for the application of
accounting situations, then, should be developed in relation
to the postulates and principles previously expressed.
Statements of these probably should be comparable as to sub
ject matter with the present accounting research bulletins.
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They should have reasonable flexibility.
Adequate accounting research is necessary in all of
the foregoing.

Pronouncements on accounting matters should

be based on thoroughgoing, independent study of the matters
in question, during which consideration is given to all
points of view.

For this, an adequate staff is necessary,

to carry out detailed investigations, evaluate data, formu
late conclusions, and draft reports setting forth results.
Research reports or studies should be carefully reasoned and
fully documented.

They should have wide exposure to both

the profession and the public.

This is an effective way to

stimulate and crystallize thinking on accounting matters.

APPENDIX B
The Basic Postulates of Accounting^
Related to the Environment of Accounting:
Postulate A-l.

Quantification.

Quantitative data are help

ful in making rational economic decisions, i.e., in
making choices among alternatives so that the
actions are correctly related to consequences.
Postulate A-2.

Exchange.

Most of the goods and services

that are produced are distributed through exchange,
and are not directly consumed by the producers.
Postulate A-3.

Entities (including identification of the

entity)•

Economic activity is carried on through

specific units or entities.

Any report on the

activity must identify clearly the particular unit
or entity involved.
Postulate A-4.

Time Period (including specification of the

time period).

Economic activity is carried on dur

ing specifiable periods of time.

Any report must

identify clearly the period of time involved.
Postulate A-5.

Unit of Measure (including identification of

^Maurice Moonitz, "The Basic Postulates of Account
ing," Accounting Research Study No. JL (New York: American
Institute of Certified Public Accountants, 1961), pp. 51-53.
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the monetary unit.

Money is the common denominator

in terms of which goods and services, including
labor, natural resources, and capital are measured.
Any report must clearly indicate which money (e.g.,
dollars, francs, pounds) is being used.
Related to Accounting Itself:
Postulate B-l.

Financial Statements.

(Related to A-l.)

The results of the accounting process are expressed
in a set of fundamentally related financial state
ments which articulate with each other and rest upon
the same underlying data.
Postulate B-2.

Market Prices.

(Related to A-2.)

Account

ing data are based on prices generated by past,
present or future exchanges which have actually
taken place or are expected to.
Postulate B-3.

Entities.

(Related to A- 3.)

The results of

the accounting processes are expressed in terms of
specific units or entities.
Postulate B-4.

Tentativeness.

(Related to A-4.)

The

results of the operations for relatively short
periods of time are tentative whenever allocations
between past, present, and future periods are
required.
The Imperatives of Accounting:
Postulate C-l.

Continuity (including the correlative con

cept of limited life).

In the absence of evidence
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to the contrary, the entity should be viewed as
remaining in operation indefinitely.

In the

presence of evidence that the entity has a limited
life, it should not be viewed as remaining in opera
tion indefinitely.
Postulate C-2.

Objectivity.

Changes in assets and liabili

ties, and the related effects (if any) on revenues,
expenses, retained earnings, and the like, should
not be given formal recognition in the accounts
earlier than the point of time at which they can be
measured in objective terms.
Postulate C-3. Consistency.

The procedures used in

accounting for a given entity should be appropriate
for the measurement of its position and its activi
ties and should be followed consistently from period
to period.
Postulate C-4. Stable Unit.

Accounting reports should be

based on a stable measuring unit.
Postulate C-5.

Disclosure. Accounting reports should dis

close that which is necessary to make them not
misleading.

APPENDIX C
A Tentative Set of Broad Accounting Principles
for Business Enterprises*This study is an extension of Accounting Research
Study No. 1.

(Maurice Moonitz, "The Basic Postulates of

Accounting."

1961.)

It extends the analysis contained in

"Basic Postulates" by applying it to the broad area of
accounting for business enterprises.

As a result, the

emphasis in the postulates study on the measurement of
wealth in the hands of economic entities becomes more spe
cific in this study as an examination of the assets and
liabilities, and related revenues and expenses, gains and
losses, of business enterprises.

The concept of profit

becomes the focus of attention which leads to an examination
of assets and liabilities in order to find the appropriate
bases for measuring the results of operations for relatively
short periods of time.
In accordance with the emphasis in the postulates
study, this study of broad principles takes the position

^-Robert T. Sprouse and Maurice Moonitz, "A Tentative
Set of Broad Accounting Principles for Business Enter
prises," Accounting Research Study No. 3 (New York: Ameri
can Institute of Certified Public Accountants, 1962),
Chapter 7: "Summary," pp. 53-59.
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that ideally all assets (and liabilities) should be recog
nized, as well as all changes that can be objectively deter
mined.

In addition to those changes which result from

explicit transactions with other entities, this study recom
mends the recognition of price-level changes, of movements
in replacement costs, and of changes from other causes,
again provided that the evidence is objectively determinable.
The principles that are listed below are those
recommended by the authors of this study, and have not been
reviewed by the Accounting Principles Board of the American
Institute of Certified Public Accountants.

Before stating

the principles that are recommended by the authors, certain
definitions are given of key terms and concepts.
Definitions
Financial statements are those which purport to show
financial position and results of operations, including sup
porting schedules, elaborations of special aspects of busi
ness activity, rearrangements of underlying data, and
supplementary statements.
Assets represent expected future economic benefits,
rights to which have been acquired by the enterprise as a
result of some current or past transaction.
Cost is a forgoing, a sacrifice made to secure bene
fits, and is measured by an exchange price.
Depreciation accounting is the process of allocating
the cost or other basis of measurement of the services
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rendered by items of plant and equipment to the products or
periods that used those services.

Depreciation for any

given period is the cost or other basis of the services used
up in that period.
Liabilities are obligations to convey assets or per
form services, obligations resulting from past or current
transactions and requiring settlement in the future.
Owners' equity is represented by the amount of the
residual interest in the assets of an enterprise.
Invested capital is that portion of stockholders'
equity which arose from the commitment of assets to the cor
poration or from the conversion of retained earnings and
which will not be withdrawn or reduced except as permitted
by law.

Retained earnings (earned surplus) is the portion

which arose from operations and has not been converted into
invested capital.
Net profit (earnings, income) or net loss for an
accounting period is the increase (decrease) in owners'
equity, assuming no changes in the amount of invested
capital either from price-level changes or from additional
investments and no distribution to the owners.

Revenue is

the increase in net assets of an enterprise as a result of
the production or delivery of goods and the rendering of
services.

Expense is the decrease in net assets as a result

of the use of economic services in the creation of revenues
or of the imposition of taxes by governmental units.

Gains

are increases in net assets other than those resulting from
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additions to invested capital or from revenues.

Losses are

decreases in net assets other than those resulting from
reductions in invested capital or from expenses.
The term distributions11 refers to transfers of
assets or of claims to assets to owners.
Siramary of Principles
The principles summarized below are relevant pri
marily to formal financial statements made available to third
parties as representations by the management of the business
enterprise.

The "basic postulates of accounting" developed

in Accounting Research Study No. JL are integral parts of
this statement of principles.
Broad principles of accounting should not be formu
lated mainly for the purpose of validating policies (e.g.,
financial management, taxation, employee compensation)
established in other fields, no matter how sound or desiri

able those policies may be in and of themselves.

Accounting

draws its real strength from its neutrality as among the
demands of competing special interests.

Its proper func

tions derive from the measurement of the resources of
specific entities and of changes in those resources.

Its

principles should be aimed at the achievement of those
functions.
The principles developed in this study are as
follows:
A.

Profit is attributable to the whole process of
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business activity.

Any rule or procedure, therefore, which

assigns profit to a portion of the whole process should be
continuously re-examined to determine the extent to which it
introduces bias into the reporting of the amount of profit
assigned to specific periods of time.
B.

Changes in resources should be classified among

the amounts attributable to
1.

Changes in the dollar (price-level changes)
which lead to restatements of capital but
not to revenues or expenses.

2.

Changes in replacement costs (above or below
the effect of price-level changes) which
lead to elements of gain or of loss.

3.

Sale or other transfer, or recognition of
net realizable value, all of which lead to
revenue or gain.

4.

Other causes, such as accretion or the dis
covery of previously unknown natural
resources.

C.

All assets of the enterprise, whether obtained

by investments of owners or of creditors, or by other means,
should be recorded in the accounts and reported in the finan
cial statements.

The existence of an asset is independent

of the means by which it was acquired.
D.

The problem of measuring (pricing, valuing) an

asset is the problem of measuring the future services, and
involves at least three steps:
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a*

A determination if future services do in

fact exist.

For example, a building is capable

of providing space for manufacturing activity.
b.

An estimate of the quantity of services.

For example, a building is estimated to be
usable for twenty more years, or for half of its
estimated total life.
c.

The choice of a method or basis or

formula for pricing (valuing) the quantity of
services arrived at under b, above.

In general,

the choice of a pricing basis is made from the
following three exchange prices:
(1) A past exchange price, e.g., acquisition
cost or other initial basis.

When this

basis is used, profit or loss, if any,
on the asset being priced will not be
recognized until sale or other transfer
out of the business entity.
(2) A current exchange price, e.g., replace
ment cost.

When this basis is used,

profit or loss on the asset being priced
will be recognized in two stages.

The

first stage will recognize part of the
gain or loss in the period or periods
from time of acquisition to time of
usage or other disposition; the second
stage will recognize the remainder of
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the gain or loss at the time of sale or
other transfer out of the entity,
measured by the difference between sale
(transfer) price and replacement cost.
This method is still a cost method; an
asset priced on this basis is being
treated as a cost factor awaiting dis
position.
(3) A future exchange price, e.g., antici
pated selling price.

When this basis is

used, profit or loss, if any, has
already been recognized in the accounts.
Any asset priced on this basis is there
fore being treated as though it were a
receivable, in that sale or other trans
fer out of the business (including con
version into cash) will result in no
gain or loss, except for any interest
(discount) arising from the passage of
time.
The proper pricing (valuation) of assets and the
allocation of profit to accounting periods are dependent in
large part upon estimates of the existence of future bene
fits, regardless of the bases used to price the assets.

The

need for estimates is unavoidable and cannot be eliminated
by the adoption of any formula as to pricing.
1.

All assets in the form of money or claims to
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money should be shown at their discounted
present value or the equivalent.

The inter

est rate to be employed in the discounting
process is the market (effective) rate at
the date the asset was acquired.
The discounting process is not neces
sary in the case of short-term receivables
where the force of interest is small.

The .

carrying-value of receivables should be
reduced by allowances for uncollectible ele
ments; estimated collection costs should be
recorded in the accounts.
If the claims to money are uncertain as
to time or amount of receipt, they should be
recorded at their current market value.

If

the current market value is so uncertain as
to be unreliable, these assets should be
shown at cost.
2.

Inventories which are readily salable at
known prices with readily predictable costs
of disposal should be recorded at net real
izable value, and the related revenue taken
up at the same time.

Other inventory items

should be recorded at their current (replace
ment) cost, and the related gain or loss
separately reported.

Accounting for inven

tories on either basis will result in
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recording revenues, gains, or losses before
they are validated by sale but they are
nevertheless components of the net profit
(loss) of the period in which they occur.
Acquisition costs may be used whenever
they approximate current (replacement)
costs, as would probably be the case when
the unit prices of inventory components are
reasonably stable and turnover is rapid.

In

all cases the basis of measurement actually
employed should be ’'subject to verification
by another competent investigator.”
3.

All items of plant and equipment in service,
or held in stand-by status, should be re
corded at cost of acquisition or construc
tion, with appropriate modification for the
effect of the changing dollar either in the
primary statements or in supplementary
statements.

In the external reports, plant

and equipment should be restated in terms of
current replacement costs whenever some sig
nificant event occurs, such as a reorganiza
tion of the business entity or its merger
with another entity or when it becomes a
subsidiary of a parent company.

Even in the

absence of a significant event, the accounts
could be restated at periodic intervals,
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perhaps every five years.

The development

of satisfactory indexes of construction
costs and of machinery and equipment prices
would assist materially in making the calcu
lation of replacement costs feasible, prac
tical, and objective.
4.

The investment (cost or other basis) in
plant and equipment should be amortized over
the estimated service life.

The basis for

adopting a particular method of amortization
for a given asset should be its ability to
produce an allocation reasonably consistent
with the anticipated flow of benefits from
the asset.
5.

All "intangibles" such as patents, copy
rights, research and development, and good
will should be recorded at cost, with appro
priate modification for the effect of the
changing dollar either in the primary state
ments or in supplementary statements.
Limited term items should be amortized as
expenses over their estimated lives.

Un

limited term items should continue to be
carried as assets, without amortization.
If the amount of the investment (cost
or other basis) in plant and equipment or in
the "intangibles" has been increased or
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decreased as the result of appraisal or the
use of index-numbers, depreciation or other
amortization, should be based on the changed
amount•
E.

All liabilities of the enterprise should be re

corded in the accounts and reported in the financial state
ments.

Those liabilities which call for settlement in cash

should be measured by the present (discounted) value of the
future payments or the equivalent.

The yield (market,

effective) rate of interest at date of incurrence of the lia
bility is the pertinent rate to use in the discounting
process and in the amortization of "discount” and "premium."
"Discount" and "premium" are technical devices for relating
the issue price to the principal amount and should therefore
be closely associated with principal amount in financial
statements.

|
*

F.

Those liabilities which call for settlement in

goods or services (other than cash) should be measured by
their agreed selling price.

Profit accrues in these cases

as the stipulated services are performed or the goods pro
duced 'or delivered.
G.

In a corporation, stockholders1 equity should be

classified into invested capital and retained earnings
(earned surplus)•

Invested capital should, in turn, be

classified according to source, that is, according to the
underlying nature of the transactions giving rise to in
vested capital.
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Retained earnings should include the cumulative
amount of net profits and net losses, less dividend declara
tions, and less amounts transferred to invested capital.
In an unincorporated business, the same plan may be
followed, but the acceptable alternative is more widely fol
lowed of reporting the total interest of each owner or group
of owners at the balance sheet date.
H.

A statement of the results of operations should

reveal the components of profit in sufficient detail to
permit comparisons and interpretations to be made.

To this

end, the data should be classified at least into revenues,
expenses, gains, and losses.
1.

In general, the revenue of an enterprise
during an accounting period represents a
measurement of the exchange value of the
products (goods and services) of that enter
prise during that period.

The preceding

discussion, under D(2), is also pertinent
here.
2.

Broadly speaking, expenses measure the costs
of the amount of revenue recognized.

They

may be directly associated with revenueproducing transactions themselves (e.g.,
so-called "product costs") or with the
accounting period in which the revenues
appear (e.g., so-called "period costs").
3.

Gains include such items as the results of
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holding inventories through a price rise,
the sale of assets (other than stock-intrade) at more than book value, and the
settlement of liabilities at less than book
value.

Losses include items such as the

results of holding inventories through a
price decline, the sale of assets (other
than stock-in-trade) at less than book value
or their retirement, the settlement of lia
bilities at more than book value, and the
imposition of liabilities through a lawsuit.
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